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CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

This report includes “forward-looking statements™ within the meaning of IScc:tion 27A of the Securities Act
of 1933 and Section 21E of the Securities Exchange Act of 1934. The words “may,” “will,” “anticipate,”
“estimate,” “expect,” “intend,” “plan,” *‘continue” and similar expressions as they relate to us or our management
are intended to identify these forward-looking statements.- All statements by us regarding our expected financial
position, liquidity, revenues, cash flows and other operating resuits, business strategy, financing plans, forecasted
trends related to the markets in which we operate, legal proceedings and similar matters are forward-looking
statements. Our expectations expressed or implied in these forward-looking statements may not turn out to be
correct. Our results could be materially different from our expectations because of various risks, including the
risks discussed in this report under “Business—Regulation” and “Risk Factors.”




PARTI

We have derived some of the information contained in this report concerning the markets and industry in
which we operate from publicly available information and from industry sources. Although we believe that this
publicly available information and the information provided by these industry sources are reliable, we have not
independently verified the accuracy of any of this information, '

Unless we indicate otherwise, references in thiy report to “we,” “us,” “our” and “ITC*DeltaCom"” mean
ITCDeltaCom, Inc. and ity subsidiaries. Unless we indicate otherwise, we have rounded dollar amounts over
31 million to the nearest hundred thousand dollars and dollar amounts less than $1 million to the nearest
thousand dollars.

Unless we indicate otherwise, the common stock share amounts set forth in this report have been adjusted to
give effect to the one-for-three reverse split of the common stock that we implemented on September 13, 2005,

Item1. Business.
Overview

We are one of the largest facilities-based competitive providers of integrated communications services,
primarily 1o businesses and governments, in our primary eight-state market, which encompasses Alabama,
Florida, Georgia, Louisiana, Mississippi, North Carolina, South Carolina and Tennessee. We provide
comprehensive voice and data communications services, including local exchange, long distance, high-speed or
broadband data communications, and Intermnet access connectivity, and sell customer premise equipment to our
end-user customers. We offer these services primarily over our owned network facilities and also use leased
network facilities to extend our market coverage. In addition, we own, operate and manage an extensive fiber
optic network with significant transmission capacity that we use for our own voice and data traffic and
selectively sell to other communications providers on a wholesale basis,

As of December 31, 2006, we marketed and sold our integrated communications services through 44 branch
offices, had installed for our customers over 442,000 access lines and had approximately 300 colocations of our
network equipment in over 250 central offices of incumbent local telephone companies in the markets we serve.
As of the same date, our fiber optic network of 11,811 route miles extended from New York to Florida and from
Georgia to Texas and principally cover portions of our primary eight-state market.

We are incorporated in Delaware. Qur principal executive offices are located at 7037 Old Madison Pike,
Huntsville, Alabama 35806, and our telephone number at that address is (256)382-5900. We relocated our
principal executive offices to Huntsville from West Point, Georgia, in the fitst quarter of 2006. We maintain a
corporate Internet web site at www.deltacom.com. We make available free of charge through our web site our
annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and all amendments
to those reports, as soon as reasonably practicable after we electronically file or furnish these reports with the
SEC. The contents of our web site are not a part of this report. The SEC maintains an Internet web site at
www.sec.gov that contains reports, proxy statements and other information regarding ITCADeltaCom.

Developments in 2006

Overview. During 2006, we focused on improving our operating performance and enhancing our liquidity.
As part of these ongoing initiatives, we:

= increased the number of our core, fucilities-based retail business lines in service (including both
UNE-T and UNE lines) by approximately 45,750 net tines, representing 18% growth over 2005, and
increased those lines as a percentage of total retail business lines in service from 68% to 75%;
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« reduced our cost of services and equipment as a percentage of total operating revenues to 50% from
51.5% by eliminating excess costs from our network; g

» added approximately 65 employees to our local retail sales, force followmg the addition of
approximately 100 employees to our local retail salés force in 2005

« reduced our selling, operations and administration expenses by 6.5% from 2005 of which 3.9% of the
decline was attributable to executive severance and special consulting fees that were incurred in 2005
that were not incurred in 2006 and 2.6% resulted from improved collections of accounts receivable,
reductions in property taxes and reductions in non-sales personnel cc):sLs;

« improved our liquidity through the sale to institutional investors of $21 million principal amount of
first lien notes with the same terms and the same July 26, 2009 maturity date as the first lien notes we

issued in connection with the refinancing of our senior secured indebtedness in July 2005.
b

t
See “Management’s Discussion and Analysis of Financial Condition and Results of Operations™ for more
information about these developments.

Our Business Strategy

Our primary objective is to be the leading provider of high-quality integrated communications services in
each of our major service areas in the southeastern United States, principally by using our network facilities to
offer local, long distance, Internet access and data services to small, medium-sized and large business enterprises,
governmental agencies and other carriers. We deliver high-value bundled and individual services tailored to the
needs of our customers and conveniently billed on a single invoice. '

The key elements of our business strategy include: ) :

« deploying a locally based sales force and customer service team in each of our markets to assist
customers in selecting the bundle of services that will best meet their needs;

+ emphasizing service 1o high-margin end-user customers, including businesses and governmental
agencies, while selectively targeting stable carrier customers; ;

* taking advantage of our extensive deployment of voice and data switches, colocations and transmission
equipment, as well as long-haul fiber optic network facilities, to increase penetration in our current

markets; and

» continuing our focus on improving our operational elficiency, enhancmg our liguidity and
strenglhemng our balance sheet.

Our business stralcgy for 2007 will mcreasmgly focuson a qolutmns—baqed consultative sales approach to
achieve greater penetration in our existing markets. We will seek to differentiate ourselves from our competitors
and capitalize on our existing support and service infrastructure by leveraging our flagship offering Simpli-
Business. We also will continue current initiatives to develop and implement operating systems to improve
customer service by reducing installation and repair times. .

i

Services 2 :

We deliver integrated voice and data communications services to end-user customers and other
comsnunications providers in the southeastern United States.

Bundled Services Approach. We offer our integrated communications services in a high-quality bundle to
small, medium-sized and large businesses at attractive prices. When economically advantageous for us to do so,
we seek to bundle our integrated communications services together with sales of customer premise equipment
and related installation and maintenance services as our Simpli-Business offering. Our targeted customers often
will have multiple vendors for voice and data communications services, each of which may be billed separately.

|

!
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Unlike many of these vendors, we are able to provide a single digital T-1 transmission line over which we offer a
comprehensive package of local telephone, long distance, Internet access and other integrated communications
services. We believe that our bundle of services provides an especially attractive means of delivering
communications solutions when combined with our ability to provide, install and maintain the customer premise
equipment our customers require to operate their businesses efficiently.

Integrated Communications Services. We offer integrated voice and data communications services to end
users on a retail basis. We refer to these services, which we describe in more detail below, as our “integrated
communications” services. Revenues from these services represented approximately 78% of our total operating
revenues for 2006.

Local Services. We offer a wide range of local services, including premium local voice services, such as
voicemail, universal messaging and directory assistance. We also offer all local CLASS (Custom Local Area
Signaling Services) features, such as, call forwarding, returnt call, hunting, call pick-up, repeat dialing and speed
dialing services. We provide our local services primarily over digital T-1 transmission lines, which have 24
available channels. We also provide various protocol options including primary rate interface, or PRI, lines,
which have 24 channels of which 23 are voice channels. In response to regulatory developments, we have de-
emphasized our single-line local services offerings in all markets.

Access Trunks. We offer access trunks to customers that own and operate switching equipment on their own
premises. The trunks enable the switching equipment of our customers to be connected to our network over a
digital T-1 transmission line. These connections provide customers with local and long distance calling capacity
on any of the T-1's 24 available channels.

Long Distance Services. We offer both domestic and international switched and dedicated long distance
services, including “1+” outbound dialing, inbound toll-free and calling card services. Many of our small and
medium-sized business customers prefer to purchase our long distance services as part of a bundle that includes
some of our other integrated communications services offerings.

Enhanced Services. We offer conference calling services, including toll-free and operator-assisted access,
sub-conferencing and transcription services, and enhanced calling card services, which provide features such as
voicemail and faxmail, voice-activated speed dialing, conference calling and network voice messaging. We also
provide customized solutions tailored to the customer’s needs through a network system, referred to as an
“intelligent peripheral,” that facilitates flexible interactions between the user and a network.

Frame Relay Services. We offer frame relay services on various network elements and switching platforms.
These services offer customers an efficient method of data transport at speeds equivalent to those available over a
digital T-1 transmission line. Our frame relay services allow customers to meet their data transfer needs more
efficiently for applications that include Internet access, local area network interconnection and complex systems
network architectures.

Private Line Services. We offer private line services that provide dedicated communications connections
- . 3 . N N . . .
between multiple locations of our end-user customers to transmit voice, video or data in a variety of bandwidths.

Internet Access. We offer dedicated Internet access via private line and frame relay connectivity that
provides high-performance, cost-efficient interconnection of multiple local area networks or legacy systems.

ATM Services. We offer high-bandwidth, low-delay, connection-oriented switching and multiplexing
techniques for data transfer, which are known as “ATM" services. ATM allows for the simultaneous high-speed
transfer of voice, data and video in a manner that is more efficient than traditional methods. )

MPLS. We offer MPLS based IP-VPN services by equipping our core [P network with the ability to provide
IP-VPN standard services. The capabilities of this offering drive the ability to provide prioritized traffic based on
customer specific requirements with multi-tiered service levels.
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Wholesale Services. We offer wholesale communications services to other communications businesses. We
refer to these services as our “wholesale services.” Revenues from these services represented approximately 17%
of our total operating revenues for 2006 and are generated from sales to a limited number of other
communications companies. ‘ e e [

Broadband Transport Services. Qur broadband transport services allow other cominunications companies to
transport the traffic of their customers between local access and transport areas, which are geographic areas
composed of contiguous local exchanges. Some of the communications companies that purchase our broadband
transport services own transmission facilities, such as fiber optic cables, while'others do not own these facilities.
Through our broadband transport services, we route the voice and data communications of the customers of our
communications company-customers over a long-haul circuit, through a switch and into a receiving terminal on
our network. We then transmit the voice or data communication over a Iong-hbul circuit on our network to a
terminal, where it exits our network, Our customers then route the communication through another switch and
onto the facilities of a local carrier, which terminates the communication to the intended recipient.

We offer our broadband transport services in varying degrees of speed and size. Our customers use some of
our services for very high capacity, inter-city connectivity and specialized high-speed data networking. We
connect our network to the facilities of our customers cither by local carrier or by a direct connection. We
typically bill our broadband transport services customers a fixed monthly rate that generally is based upon the
capacity and length of the circuit we provide, regardless of the amount of capacity that the customer actually
uses. !

Local Interconnection Services. We provide local communications services to Internet service providers on
a wholesale basis. These services include primary rate interface connectivity between our network and the
network of the Internet service provider, as well as equipment colocation services that permit the Internet service
provider to colocate its modems, routers or network servers with our network'equipment,

Operator and Directory Assistance Services. We provide nationwide operator and directory assistance
services to a number of other communications companies through our redundant call centers in Anniston and
Alexander City, Alabama. In addition to traditional directory assistance, we provide enhanced assistance
services, such as movie listings, stock quotes, weather information, horoscopes and yellow pages. We also
provide these enhanced services on a nationwide basis.

! t
Other. Our wholesale services also include a limited amount of switched termination services that we
provide to other communications companies. These services primarily include wholesale sales of domestic long
distance services.

b
Equipment Sales and Related Services. We sell, install and perform on-site maintenance of equipment,
such as telephones and private branch exchanges. We offer these services, which we refer to as our “equipment
sales and related services,” in all of the markets in which we offer integrated |communicalicms services.

. .
Revenues from these services represented approximately 5% of our total operating revenues for 2006 and
are primarily generated from sales to our integrated communications services customers.

Facilities .

Our switching facilities and related electronics and our fiber optic network enable us to offer our integrated
communications services and our wholesale services at competitive prices tailored to the customer’s specific
needs.

Switching Facilities. Our networking design, together with our intcrcor:mection' agreements with the
incumbent local telephone companies, such as BellSouth, has enabled us to be a facilities-based provider of local
and long distance telephone services in all of our markets.
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Our switches are the primary electronic components that connect customers to our network and transmit
voice communications over our network. Qur primary switching facilities for voice communications consist of
twelve Nortel DMS-500 switch sites and ten Lucent SE switch sites. Our Nortel DMS-500 switches, which are
capable of handling both local and long distance voice and data traffic, are installed in the following locations:

. Gulqun, Mississippi;

* Montgomery, Birmingham and Anniston, Alabama;
* Nashville, Tennessee;

+  Atlanta, Georgia;

s Columbia, South Carolina; ;

* Greensboro, North Carolina; and

» lacksonville, Ocala, Orlando and West Palm Beach, Florida,

Our Lucent 5E switch sites, which are capable of handling local voice and data traffic, are installed in the
following locations:

* Greenville, Charleston and COlumbia,' South Carolina;
* Charlotte, Greensboro, Raleigh, Greenville and Wilmington, North Carolina; and

* Orlando and Tampa, Florida.

In addition to our switching platform, we also have colocated communications equipment in various
markets in the southern United States, Colocation enables us to provide remote facilities-based local and long
distance services in markets where we do not have switches by using our switches in other locations as hosts. To
provide these remote services, we use our fiber optic network and leased facilities to connect our remote
equipment to our switches when it is economically and operationally advantageous for us to do so,

Fiber Optic Network. As of December 31, 2006, we owned 11,811 route miles of a fiber optic network that
extended from New York to Florida and principally covered portions of our primary eight-state market. We have
built or acquired our network through direct construction, acquisition of BTI Telecom Corp. including its
network in 2003, and long-term dark fiber leases or indefeasible rights-of-use agreements. We extend the
geographic reach of our network and seek to reduce our dependence on incumbent local telephone companies in
some markets through strategic relationships with regional public utilities pursuant to which we market, sell and
use transmission capacity on networks that are owned and operated by the utilities. As of December 31, 2006, our
network extended to over 200 points of presence. These points of presence are located in most major population
centers in the areas covered by our fiber optic network and in a significant number of smaller towns and
commuuities, We intend to focus most of our future capital expenditures on investments that we believe will
enable us to acquire additional customers and generate increased operating revenues.

We have implemented electronic redundancy, which enabies traffic to be rerouted to another fiber in the
same fiber sheath in the event of a partial fiber cut or electronic failure, over a portion of our network. In
addition, as of December 31, 2006, approximately 70% of our network traffic was protected by geographical
diverse routing, a network design also called a “self healing ring,” which enables traffic to be rerouted in the
event of a total cable cut to an entirely different fiber optic cable.

In integrating the ITCADeltaCom and BTI networks, we have transitioned a substantial portion of each
company’s voice and data traffic from previously leased long-haul facilities to our combined owned fiber optic
network, redeployed or eliminated redundant switches and other network facilities, eliminated related duplicative
back office and other administrative functions, and experienced related operational efficiencies.
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Sales and Marketing

Integrated Communications Services and Equipment Sales and Related Services. We provide our
integrated communications services and our equipment sales and related services through two primary sales
channels, which consist of our direct sales force and our network of independent dealers and sales agents.

Direct Sales. We focus our sales efforts for our integrated communications services and our equipment sales
and related services on businesses in the southeastern United States. We conducted our direct sales efforts
through 44 branch offices as of December 31, 2006. '

We market our integrated communications services and our equipment sales and related services through a
direct sales force composed of sales personnel, technical consultants and technicians. We derive the vast majority
of our revenues for our integrated communications services and our equipmentl sales and refated services from
our direct sales efforts. We base our marketing strategy upon the conviction that customers prefer-to have one
company accountable for all of their communications services. Each branch office, through the support of the
technical consultant, provides technical assistance for the products and services it sells. Our customers are
assured that they will have a point of contact, 24 hours a day, seven days a week, to support all of the services
they receive (tom us. !

Our sales personnel make direct calls to prospective business customers, conduct an analysis of each
prospect’s usage history and service needs and, based on consultations with the prospect, present a tailored
service package intended to improve the prospect’s communications capabilitiés and costs. Sales personnel locate
potential business customers principally through customer referrals, market research, telemarketing, and '
networking alliances, such as endorsement agreements with trade associations and local chambers of commerce.
OQur sales personnel work closely with our network engineers and information systems consultants to design new
service products and applications. OQur branch offices are primarily responsible for coordinating service and,
customer premise equipment installation activities, Technicians survey CUSIOI}’I:CI' premises to assess power and
space requirements and to coordinate delivery, installation and testing of equipment.

Our integrated communications services contracts generally provide for payment in arrears of aflat fee in
advance for local telephone, data and Internet services. The agreements also generally provide that the customer
may terminate the affected service without a charge for early termination upon the occurrence of a substantial
and prolonged outage arising from causes within our control, and for other specified causes. The agreements for
long distance services generally provide that the customer must use at least a minimum amount, measured by
dotlars or minutes of use, of swilched long distance services each month for lhtT; term of the agreement. We also
offer our switched long distance services bundled together with some of our other integrated communications
services under agreements providing for a recurring fixed monthly fee and a specified-maximum number of long
distance minutes of use. For example, our Simplici-T Plus offering provides local, long distance and dynamically
allocated Internet services over one digital T-1 transmission line for a fixed monthly fee that is invoiced on a
single bill. i

.

Independent Dealer and Agent Sales. We have an established network of independent dealers and agents to
market our integrated communications services and equipment sales and related services. As of December 31,
2006, we had eight dealer managers located in our direct sales offices to manage our independent dealer and
agent sales forces. The dealer managers are responsible for recruiting new dealers to market our services and
supporting new sales made by the dealers. As with our direct sales force, our independent dealers and agents
have access to our technical consultants and technicians for sales support. This access enables our dealers and
agents to be more effective in their sales efforts'and ultimately to present a betier bundle of services for the
customer. We also support dealers and agents through our order management and support infrastructure. Our
authorized dealers and agents receive commissions based on services sold, usage volume and customer retention.

Wholesale Services. We market our broadband transport and other wholejsale services through a dedicated

direct sales force. We generally enter into master lease agreements with our broadband transport services
f
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customers that have terms ranging from one to five years. Our broadband transport customers purchase the
capacity they require under the terms specified in the master agreements.

Competition

The communications industry is highly competitive. We compete primarily on the basis of the price,
availability, reliability, variety and quality of our offerings and on the quality of our customer service. Our ability
to compete effectively depends on our ability to maintain high-quality services at prices generally equal to or
below those charged by our competitors. Price competition in the integrated communications services and
broadband transport services markets generally has been intense and is expected to increase. Our competitors
include, among others, various “competitive carriers” like us, as well as larger providers such as AT&T Corp.,
which recently acquired BellSouth Corporation, Sprint, and Verizon Communications Inc. These larger providers
have substantially greater infrastructures, financial, personnel, technical, marketing and other resources, larger
numbers of established customers and more prominent name recognition than ITCADeltaCom. These companies
also operate more extensive transmission networks than we do. Companies such as Level 3 Communications,
Inc., which recently acquired Broadwing Corporation, and Qwest Communications International Inc. have
constructed nationwide fiber optic systems, including routes through portions of the southern United States in
which we operate our fiber optic network. The recent merger of AT&T Corp. and BellSouth will significantly
enhance the competitive resources of AT&T within the former BellSouth territory. We increasingly face
competition in the local and long distance market from local carriers, resellers, cable companies, wireless carriers
and satellite carriers, and may compete with electric utilities. We also may increasingly face competition from
businesses offering long distance data and voice services over the Internet. These businesses could enjoy a
significant cost advantage because currently they generally do not pay carrier access charges and are subject to
less regulation than traditional carriers.

We face significant competition from competitive carriers that are similar to us, principally in terms of size,
structure and market share. Some of these carriers already have established local operations in some of our current
and target markets. Others are not as well-situated as we are in the markets in which we offer service. Many
competitive carriers are struggling financially and we expect further consolidation of carriers in the markets we
serve. We cannot predict which of these carriers will be able to continue to compete effectively against us.

We also compete in the provision of local services against the incumbent local telephone company in each
market, which is AT&T in a large majority of our market areas due to AT&T s recent acquisition of BellSouth.
The acquisition of BellSouth by AT&T likely will result in more intense competition in our markets, Incumbent
carriers enjoy substantial competitive advantages arising from their historical monopoly position in the local
telephone market, including pre-existing customer relationships with all or substantially all end-users. We are
highly dependent on incumbent carriers for local network facilities and wholesale services required for us to
assemble our own local services, AT&T’s recent acquisition of BellSouth is expected to amplify the advantages
these incumbent carriers previously enjoyed independently. We also will face increased competition to the extent
that AT&T and other incumbent carriers compete in each other’s markets. Wireless communications providers
are competing with wireline local telephone service providers, which further increases competition. The
acquisition of BellSouth by AT&T should enhance the competitiveness of AT&T Wireless (formerly Cingular
Wireless) both as a replacement for wireline service and as a component of bundled services provided by AT&T.

The convergence of local and long distance marketing has resulied in other carriers offering integrated
communications services. For example, competitive carriers typically offer bundled local, long distance and
internet services to their customers. Cable companies also have entered the market for these services, primarily
by using Voice over Internet Protocol, or VoIF, applications. Cable companies and other providers also are
expected to increase their competitive position through the offering of wireless broadband and other services. We
cannot predict whether or how quickly these new offerings will penetrate the markets we serve or the rate at
which the wireless service will substitute for wireline service in the future in both residential and business
markets. We also compete with numerous direct marketers, telemarketers and equipment vendors and installers
with respect to portions of our business. :

10




Regional Bell operating companies such as AT&T have extensive fiber optic cable, switching and other
network facilities in their regions that they can use to provide communications services throughout the country.
By offering bundled services in our markets, AT&T is able to offer substantially the same integrated local and
long distance services as we do and will have a significant competitive advantage over us in marketing those -
services to its existing local customers.

A continuing trend toward consolidation, mergers, acquisitions and strategic alliances in the
communications industry has increased the level of competition we face. In December 2006, AT&T, which
previously was acquired by SBC Communications, Inc., completed its acquisition of BellSouth. Earlier in 2006,
Verizon Communications completed its acquisition of MCI. These mergers resulted in the combination of some
of the largest carriers in the telecommunications industry. In addition, as reflected in the earlier acquisitions of
Cable and Wireless USA, Inc. by SAVVIS, Inc., KMC Telecom Corp. by CenturyTel, Inc., Broadwing and
TelCove by Level 3, Talk America by Cavalier, Xspedius by Time Warner Telecom, and US LEC by PAETEC,
substantial consolidation has taken place among competitive carriers. We expect this trend to continue. We '
expect market power for U.S. telecommunications services to be further consolidated among the incumbent
carriers and for business and residential customer choice to be significantly reduced in many areas.

A recent trend toward deregulation, particularly in connection with incumbent carriers and service providers
that use VolP applications, could increase the level of competition we face in our markets and, in turn, adversely
affect our operating results. Incumbent carriers and, in particular, the regional Bell operating companies continue
to seek deregulation for many of their services at both the federal and state levels. These efforts have been
successful in some states. To the extent their efforts are successful, these companies will gain additional pricing
flexibility, which could affect our ability to compete with them. The recent emergence of service providers that
use VolP applications also could present a competitive challenge. Because key aspects of the regulatory status of
VoIP applications remain unsettled, providers of such applications may be able to avoid costly regulatory
requirements, including the payment of intercarrier compensation. This could impede our ability to compete with
these providers on the basis of price. More generally, the emergence of new service providers, such as cable
companies that use VoIP applications, will increase competition, which could adversely affect our ability to

succeed in the marketplace for communications and related services. 1 .

Two of the largest incumbent carriers, AT&T and Verizon, have announced that they are continving to
invest substantial funds in upgrading their networks to accommodate the transmission of video content in real-
time and other data-rich applications such as interactive gaming. These carriers may seek to use their investments
to compete against cable companies in the provision of bundled voice, video and high-speed data services.
Although we understand that this strategy is directed principally toward the provision of services to residential
customers, any increase in the market power of these carriers in this segment could improve the ability of these
carriers to increase their efforts to attract the small and medium-sized businesses we serve. We cannot predict the
extent to which additional investments by these carriers will affect our competitive position in the markets we
serve. |

The growing availability of wireless Internet access and the use of Internet Protocol-enabled services for
voice and data transmissions will continue to increase the number of services with which we must compete. For
example, some municipal authorities are providing, or have enlisted third parties to provide, wireless Internet
access, or Wi-Fi setvice, throughout their jurisdictions. These Wi-Fi'services, when combined with VolP or other
advanced applications, can enable users to communicate by phone, access the Internet, or engage in other
broadband activities, typically at a minimal flat-rate charge. We cannot predict the extent to which municipal

Wi-Fi networks will succeed or replace services that today are provided by carriers such as us.
i

Regulation

Overview. Our services are subject to federal, state and local regulation! Through our wholly-owned
subsidiaries, we hold numerous federal and state regulatory authorizations. The Federal Communications
Commission, or FCC, exercises jurisdiction over telecommunications common carriers to the extent that they
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provide, originate or terminate interstate or international communications, The FCC also establishes rules and has
other authority over some issues related to local telephone competition. State regulatory commissions retain
jurisdiction over telecommunications carriers to the extent that they provide, originate or terminate intrastate
communications. Local governments may require us to obtain licenses, permits or franchises to use the pubhc
rights-of-way necessary to install and operate our networks.

Federal Regulation. We are classified as a non-dominant carrier by the FCC and, as a result, are subject to
relatively limited regulation of our interstate and international services. Sorne general policies and rules of the
FCC apply to us, and we are subject to some FCC reporting requirements, but the FCC generally does not review
our billing rates. We possess the operating authority required by the FCC to conduct our long distance business
as it is currently conducted. As a non-dominant carrier, we may install and operate additional facilities for the
transmission of domestic interstate communications without prior FCC authorization, except to the extent that
radio licenses are required. The following discussion summarizes some specific areas of federal regulation that
directly or indirectly affect our business.

Local Competition. The FCC’s role with respect to local telephone competition arises principally from the
Communications Act, as amended by the Telecommunications Act of 1996, The Communications Act preetmpts
state and local laws to the extent that they prevent competition in the provision of any telecommunications
service. Subject to this limitation, state and local governments retain telecommunications regulatory authority
over intrastate telecommunications. The Communications Act imposes a variety of duties on local carriers,
including competitive carriers such as ITC*DeltaCom, to promote competition in the provision of local telephone
services. These duties include requirements for local carriers to:

« interconnect with other telecommunications carriers;

. cbmplete calls originaled by customers of competing carriers on a reciprocal basis;

* permit the resale of their services;

*  permit users (o retain their telephone numbers when changing carriers; and

« provide competing carriers access to poles, ducts, conduits and rights-of-way at regulated prices.
Incumbent carriers also are subject to additional duties. These duties include obligations of incumbent

carriers 1o:
* offer interconnection on a non-discriminatory basis;
* offer colocation of competitors” equipment at their premises on a non-discriminatory basis;

* make available some of their network facilities, fedtures and capabilities on non-discriminatory, cost-
based terms; and

+ pffer wholesale versions of their retail services for resale at discounied rates.

Collectively, these requirements recognize that local telephone service competition is dependent upon cost-
based and non-discriminatory interconnection with, and use of, some elements of incumbent carrier networks and
facilities under specified circumstances. Failure to achieve and maintain such arrangements could huve a material
adverse effect on our ability to provide competitive local telephone services. Under the Communications Act,
incumbent carriers are required to negotiate in good faith with carriers requesting any or all of the foregoing
arrangements.

In conjunction with the FCC approval of the AT&T merger with BellSouth, AT&T made certain merger
commitments that are enforceable by the FCC, The merger commitments will be in effect for a 42-month period
following the merger or in the case of some special access provisions for 48 months, The commitments address
the following areas that may affect the business relationship between AT&T and competitive local telephone
companies: availability and pricing of UNEs, the rates, terms and conditions for special access services, the
reduction of transaction costs associated with interconnection agreements, transit costs, net neutrality, divestiture
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of limited facilities, the discontinuance of audits relating to enhanced extended links, not to petition the FCC to
forbear from the application of its regulations, and Tunney Act conditions. We are unable to determine the
ultimate impact of the merger commitments pending a final order from the FCC and additional analysis of
opportunities resulting from the commitments. Although we expect the commitments to partially mitigate cenaln
operating risk during their duration, we are unabie to determine the extent of the impact at this time.

Among other interconnection agreements, we entered into interconnection agreements with BellSouth,
before it was acquired by AT&T, in 1999 that enabled us to provide local service in all nine of the former-
BellSouth states on either a resale basis or by purchasing all unbundled network elements required to provide
local service without using facilities we own. These interconnection agreements also allow us to purchase
unbundled network elements, or UNEs, including UNE-Transport and UNE-Loops, that we use to provide
services over our own facilities. The initial term of these interconnection agreements expired in June 2003, and
renew on a month-to-month basis thereafter. In August 2005, following negotiations and arbitration, we and
BellSouth entered into a new interconnection agreement in Georgia having a 42-month term. In November 2006,
we and BellSouth entered a new 42-month interconnection agreement that has been approved by the North
Carolina Commission. We currently are engaged in arbitration processes concémlng the rates and terms of new
agreements with AT&T (BellSouth) in Alabama, Florida, Lovisiana and Tennessee. We expect to seek new
interconnection agreements for these states during 2007. There is no assurance that we can agree with AT&T on
mutually acceptable terms. In addition, we will seek new agreements with AT&T in South Carolina, Mississippi
and Kentucky through negotiations or by exercising our right to adopt agreements AT&T has with other carriers.
We expect that we will continue to operate under the terms of the existing agreements in these states until we
enter into néw agreements. We expect, but cannot assure, that each new AT&T interconnection agreement to
which we are or will be a party will provide us with the ability to provide local service in the nine states in the
former BetlSouth territory on a reasonable commercial basis,

In August 2003, the FCC adopted changes to the rules defining the circumstances under which incumbent
carriers must make network elements available to competitive casriers at cost-based rates. These rule changcs
were appealed by both incumbent carriers and competitive carriers to a federa] court of appeals, which, in March
2004, vacated and remanded to the FCC several aspects of those changes. In February 2005, the FCC issued a
decision in response 1o the court’s March 2004 ruling. That decision, which is known as the Triennial Review
Remand Order, became effective on March 11, 2005, but again was appealed. In June 2006, a federal court of
appeals upheld the TRRO. The TRRO revised the rules for when incumbent carriers must unbundle and make
available to competitive carriers various types of UNEs, including high- capacny loops and interoffice transport.
The following sets forth information about the application of the new rules. .

UNE Loops

DSO Loops. A DSO loop is a single, voice-grade channel. Typically, individual business lines are DSO
loops. Incumbent carriers must make DSO loops available on an unlimited basis at cost-based, or UNE, rates. -

DS1 Loops. A DS1 loop is a digital loop with a total speed of 1.544 megabytes per second, which is the
equivalent of 24 DSOs. Multiple voice lines and Internet access can be provided 1o a customer over a single DS1
loop. We understand the FCC’s new rules to require that incumbent carriers make available to competitive
carriers DS | loops at UNE rates in the majority of incumbent carrier central offices.

. \ | A

DS3 Loops. A DS3 loop is a digital loop with a total speed of 44.736 megabytes per second. We understand
the FCC’s new rules to require that incumbent carriers make available to compellllvc carriers DS3 loops at UNE
rates in the majority of incumbent carrier central offices.

OCn Loops and Dark Fiber. Under the FCC’s new rules, incumbent (.arners are not required to provide

optical capacity loops or dark fiber loops as UNEs. Optical cupacity loops, referred 10 as OCn loops, are very high-
capacity digital loops ranging in capacity from OC3 loops, which are the equwalent of three DS3 loops, to OC192.
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Incumbent carriers are not required to provide some mass market broadband loop facilities and functionality
to competitive carriers as UNEs. In particular, incumbent carriers are not required to make newly-deployed
fiber-to-the-home, or FTTH, loops available as UNEs and are only required to provide the equivalent of DSQ
capacity on any FTTH loop built over an existing copper loop. At least one incumbent carrier outside of our
primary service region has sought and obtained additional regulatory relief from any remaining obligation to
make FTTH loops and other network elements available to competitive carriers in a particular market. Other
incumbent carriers have sought, and in the future are expected to seek, similar relief in the regions in which they
provide service. The FCC already has held that incumbent catriers are not required to unbundle and make
available to competitive carriers fiber-to-the-curb, or FTTC, loops. We cannot predict whether the FCC will
permit incumbent carriers to obtain further regulatory relief, particularly in our primary service region in which
we may rely on incumbent carriers most for network elements and other services.

UNE Transport

DS1 Transport. Whether transport is available as a UNE is determined on a route-by-route basis.
Incumbent carriers must make transport at UNE rates available at DS| capucity levels between any two
incumbent carrier central offices unless both central offices either serve more than 38,000 business lines or have
four or more fiber-based colocators.

D83 Transport, Access to DS3 capacity-level transport is more limited than access to DS1 transport.
Incumbent carriers must make transport at UNE rates available at DS3 capicity levels between any two
incumbent carrier central offices unless both central offices either serve more than 24,000 business lines or have
three or more fiber-based colocators. ;

Dark Fiber Transport. Dark fiber transport is available under the same conditions as DS3 transport.

Incumbent carriers are not required to provide access to transport at greater than DS3 capacity levels.
Incumbent carriers also are not required to provide transport at any capacity level to connect an incumbent carrier
central office with a competitive carrier’s facilities.

In addition to addressing high-capacity loops and transport, the TRRO confirmed the eventual elimination of
mass market local switching as a UNE, thereby phasing out the availability of UNE-P at cost-based rates to
competitive carriers such as us. Although we have an embedded base of UNE-P customers, we have moved a
substantial number of our existing UNE-P customers 1o other provisioning arrangements where we have facilities
and where it has been advantageous for us to do so, We also entered into commercial agreements with BellSouth,
Embarq (formerly known as Sprint} and Verizon that allowed us to continue serving UNE-P customers, The
Embarq and Verizon commercial agreements will expire in March 2007 and May 2008, respectively. We are
seeking to renew our agreement with Embarq. We have entered into a new commercial agreement with BellSouth
(now AT&T) that expires December 31, 2007. We are unable to determine the effect, if any, that the expiration
of the commercial agreements will have on our results of operations and financial condition. We cannot predict
whether we will be abie to negotiate new commercial agreements upon the expiration of the existing commercial
agreements or, if we are able to enter into replacement commercial agreements, whether the terms of new
agreements will be as favorable to us as the terms of our existing agreements.

The FCC confirmed in the TRRO that the availability of special access services for competitive carriers
does not excuse incumbent carriers from the requirement to make available prescribed UNEs at rates based on
the FCC's “Total Element Long Run Incremental Cost,” or TELRIC, pricing methodology. Although AT&T
agreed to certain commitments in its merger with BellSouth that could provide stability in TELRIC-priced
services for 42 months following the merger, we are unable at this time to assess the ultimate financial and
operational impact of these commitments.

TELRIC Pricing. The FCC has initiated a re-examination of its TELRIC pricing methodology for network
elements. The FCC has proposed a number of changes to these priciag rules that would be unfavorable to us.
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Legislation has been proposed in Congress in the past and may be proposed in the future that would further \
restrict the access of competitive carriers'to incumbent carriers’ network elements. Future restrictions on, or

reductions in, the network elements available to us, or any increase in the cost to us of such network elements,

could have a material adverse effect on our business.

Broadband. In the future, an important element of providing competitive local service may be the ability to
offer customers high-speed broadband local connections. In 2005, the FCC reduced the number and types of
unbundled network elements, such as FTTC and FTTH, that incumbent carriers must make available to
competitive carriers to enable them to provide broadband services to customers using incumbent carrier
networks. These restrictions were largely upheld by a federal court of appeals.

In other proceedings affecting broadband policy, the FCC has determined that facilities-based wireline
broadband Intemet access service, which includes DSL service, is an “information service™ that is subject to
reduced regulation. As a practical matter, this means that facilities-based wireline providers such as AT&T are
not required to make available to competitors such as us the underlying transmission capability necessary for us
to provide broadband Internet access service to consumers. To provide this service, therefore, we have to rely
solely on our own facilities or enter into commercial agreements with other carriers for the use of their facilities.
Although the FCC’s regulatory classification of facilities-based wireline broadband Internet access service has
been appealed, we cannot predict the outcome of this appeal or the effect it may have on us and on our

competitors. . :

The FCC has sought comment on a number of other regulatory proposals that could affect the speed and
manner in which our competitors deploy high-speed broadband local services! One such proposal would change
the rules by which incumbent telephone companies, like AT&T, decommission those copper loops that they no
longer need and, instead, would make that copper available to competitors for use in broadband and other service
applications. We cannot predict the outcome of these proposals at the FCC or'in the courts or the effect they will
have on our business and the industry. We also cannot predict the effect, if any, that the deployment of next-
generation broadband wireless services will have on our business and the industry.

As a condition of its merger with BellSouth, AT&T has committed to accelerate deployment of fiber optic
facilities and residential broadband services. These deployments may increase competition for small business
customers in areas where AT&T broadband has not previously been available.

Congress also has considered in the past, and may consider in the future, legislation that would further
deregulate aspects of facilities-based wireline and wireless broadband networks, whether provided by incumbent
local carriers, cable companies, or other entities. We may be at a significant competitive disadvantage if we are
unable to meet the future demands of our customers for broadband local access on a timely basis at competitive

rates.
|

Internet Protocol-Enabled Services. The FCC is considering clarifications and changes to the prospective
regulatory status of services and applications using the Internet Protocol, including VoIP offerings. VoIP is an
application that manages the delivery of voice information across data networks, including the Internet, using
Internet Protocol. Rather than send voice information across traditional circuits, VoIP sends voice information in
digital form using discrete packets that are routed in the same manner as data packets. VoIP is widely viewed as
a more cost-effective alternative to traditional circuit-switched telephone service, Because VolP can be deployed
by carriers in various capacities, and because it is widely considered a next-generation communications service,
many aspects of its regulatory classification have not yet been determined.

The FCC has issued a series of rulings in connection with the regulatory treatment of VolP, but many of
those rulings have been narrowly tailored and others have addressed only discrete issues. The FCC has issued
three declaratory rulings in connection with the regulatory treatment of VoIP In one case, the FCC held that a
computer-to-computer VoIP application provided by Pulver.com is an unregulated information service, in part
because it does not include a transmission component, offers computing capabilities and is free to its users. In

15




another case, the FCC reached a different conclusion, holding that AT&T's use of VoIP to transmit the long-haul
portion of certain calls constitutes a telecommunications service, thus subjecting it to regulation, because the calls
use ordinary customer premises equipment with no enhanced functionality, originate and terminate on the public
switched telephone network and undergo no net protocol conversion and provide no enhanced functionality to end
users. In a third case, which involved the VoIP application of Vonage, the FCC preempted the authority of the State
of Minnesota (and presumably all other states) to regulate Vonage's use of the application, ruling that Vonage’s
VolIP application, and others like it, is an interstate service subject only to federal regulation. The FCC, however,
refused to rule in the Vonage case whether Vonage’s VolP application is a telecommunications service or an
information service, thus leaving open the question of the extent to which VolIP service will be subject to federal
regulation. An appeal of the FCC’s decision in the Vonage case is pending.

The FCC also has applied discrete regutatory obligations such as compliance with E-911 rules, the provision of
network access to authorized law enforcement personnel, and the payment of universal service fund obligations on
providers of interconnected VolP service. The application of some of these requirements to providers of
interconnected VolP service has been appealed to reviewing courts, and we cannot predict the outcome of those
appeals. In addition, a number of other petitions addressing the upplication of existing regulations to VolP and other
Internet Protocol services have been filed at the FCC and are pending. The FCC also has initiated 4 more generic
rulemaking to address the many regulatory issues raised by the development and growth of VolP services, and has
expressly reserved the right to reconsider its declaratory and other rulings in the generic proceeding. We cannot
predict the outcome of this and related proceedings on our business or the industry.

Congress also has considered in the past, and may consider in the future, legislation addressing VolP. We
cannot at this time predict if or when such legislation will be enacted, or its effect on our business or the industry.

Intercarrier Compensation. The FCC regulates the intersiate access rates charged by local carriers for the
origination and termination of interstate long distance traffic. These access rates make up a significant portion of
the cost of providing long distance service, The FCC has adopted policy changes that over time are reducing
incumbent carriers’ access rates, which has the effect of lowering the cost of providing long distance service,
especially to business customers. In addition, the FCC has adopted rules that require compelitive carriers to
reduce gradually the levels of their tariffed access charges until those charges are no greater than those of the
incumbent carriers with which they compete, In March 2008, the FCC initiated a proceeding designed to examine
and reform comprehensively intercartier compensation, including access charges, in the telecommunications
market. Intercarrier compensation typically is the largest single expense incurred by companies that provide
telecommunications services, including us. Further FCC action in this area may reduce most access charges in
the future or shift all forms of intercarrier compensation to flat-rate pricing. We cannot predict at this time the
result of this proceeding, the full impact of the FCC’s decisions in this area, or the effect these decisions will
have on our business or the industry. - :

The FCC has granted incumbent carriers some flexibility in pricing their interstate special and switched
uccess services. Under this pricing scheme, local carrters may establish pricing zones hased on access traffic
density and charge different prices for access provided in each zone. The FCC recently has been granting
incumbent carriers additional pricing flexibility on a arket-by-market basis as local competition develops in
their markets. This pricing flexibility could placé us at a competitive disadvantage, either as a purchaser of access
for our long distance services or as a vendor of access to other carriers or end-user customers.

In April 2001, the FCC issued a ruling changing the compensation mechanism for traffic exchanged
hetween telecommunications carriers that is destined for Internet service providers, In doing so, the FCC
prescribed a new rate structure for this traffic and prescribed gradually reduced caps for ils compensation. In the
course of our business, we may exchange the traffic of Intemet service providers with other carriers. The FCC’s
ruling in connection with such traffic affected a large number of carriers, including us, and further developments
in this area could have a significant effect on the industry and on us. Although a federal court remanded that FCC
decision for further consideration, the court did not reverse the decision, so it remains in effect. In March 2005,
in the context of its generic proceeding on intercarrier compensation, the FCC sought comment on broad policy
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changes that could harmonize the rate structure and levels of all forms of intercarrier compensétion, and
ultimately could eliminate most forms of carrier-to-carrier payments for interconnected traffic, including traffic

destined for Internet service providers. i

+

Universal Service. Access charges historically have been used to subsidize universal telephone service.
Together with access and other intercarrier compensation reform, the FCC in recent years has changed the
methodology used to subsidize universal telephone service and achieve other related public policy goals. Any
reform in connection with intercarrier compensation necessarily will require revisions to the FCC’s policies
governing universal service. Because the effects of these revisions are uncertain, the fees we pay to subsidize
universal service may increase or decrease substantially in the future.

Detariffing. The FCC required non-dominant long distance companies, including us, to detariff interstate
long distance domestic and international services in 2001. In 2001, the FCC alslo permitted competitive local
carriers, including us, to choose either to detariff the interstate access services that competitive carriers sell to
long distance companies originating or terminating traffic from or to their local customers, or to maintain tariffs
but comply with rate caps. Tariffs set forth the rates, terms and conditions for service and must be updated or
amended when rates are adjusted or products are added or removed. Before detariffing, we filed tariffs with the
FCC to govern our relationship with most of our long distance customers and with long distance companies that
originated or terminated traffic from or to our local customers. The detariffing process has required us, among
other things, to post these rates, lerms and conditiens on our Internet web site i;nslead of filing them as tariffs
with the FCC. Because detariffing precludes us from filing our tariffs with the FCC, some may argue that we are
no longer subject to the “filed rate doctrine,” under which the filed tariff connUQIs all contractual disputes between
a carrier and its customers. The detariffing process has effectively required us to enter into individual contracts
with each of our customers and to notify our customers when rates are adjusted or products are added or
removed. This process increases our costs of doing business. Detariffing may expose us to legal liabilities and
costs if we no longer can rely on the filed rate doctrine to settle contract disputes with our customers.

Customer Proprietury Network Information and Privacy. The Communic::ltions Act and the FCC’s rules
require carriers 1o implement measures to prevent the unauthorized disclosure of Customer Proprietary Network
Information, or CPN1. Additional measures to protect CPNI and consumer privacy are proposed from time to
time, and both Congress and the FCC currently are considering such additional measures. These developments
appear to be part of a broader trend to protect consumer information as it continues to migrate toward electronic
formats. We cannot predict whether additional requirements governing CPNI or other consumer data will be
enacted, or whether such additional requirements will affect our ability to marKet or provide our services to
current and future customers. .

Internet Neutrality. The FCC and Congress are considering the extent to which owners of network ‘
infrastructure should be permitted to prioritize data packets on their networks through commercial arrangements
or based on other preferences. Whether such prioritization or preferences can be given and on what terms
remains the subject of considerable debate among regulators and companies within the telecommunications
industry. The FCC has promulgated four principles in a policy statement intended to address this issue, but these
principles are broadly worded, and subject to a range of interpretation. The FCC thus far has imposed additional
Internet neutrality, or “Net Neutrality™ obligations only on AT&T in connection with its recent merger with
BellSouth, but those obligations are narrowly tailored and are expected to expire by the end of 2008 or sooner.
The effects of these and other Net Neutrality obligations on us, our competitors and on the industry is not clear
and we cannot predict what they may be in the future. '

;

Other Federal Regulation. The FCC imposes prior approval requirements on transfers of control and
assignments of radio licenses and operating authorizations. The FCC has the authority generally to condition,
modify, cance!, lerminate, revoke or decline to renew licenses and operating authority for failure to comply with
federal laws and the FCC’s rules, regulations and policies. Fines or other penalties also may be imposed for such
violations. The FCC or third partics may raise issues with regard to our compliance with applicable laws and
regulations. '
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State Regulation. We are subject to various state laws and regulations. Most state public utility
commissions require providers such as us to obtain authority from the commission before initiating service in the
state. In most states we also are required to file tariffs or price lists setting forth the terms, conditions and prices
for certain services that are classified as intrastate and to update or amend our tariffs when we adjust our rates or
add new products. We also are subject to various reporting and record-keeping requirements. In addition, some
states are ordering the detariffing of services, which may impede our reliance on the filed rate doctrine and
increase our costs of doing business.

We have authority to offer intrastate long distanée services in all 50 U.S. states. We have obtained authority
to provide long distance service in states outside of our current and target markets to enhance our ability to attract
business customers that maintain offices, or have employees who travel, outside of our markets.

We provide local services in our region by reselling the retail local services of the incumbent carrier in a given
territory and, in some established markets, using incumbent network elements and our own tocal switching
facilities. As of December 31, 2006, we possessed authority to provide local telephone services in Alabama, |
Delaware, Florida, Georgia, Kentucky, Louisiana, Maryland, Mississippi, New Jersey, New York, North Carolina,
Pennsylvania, South Carolina, Tennessee, Texas, Virginia, West Virginia and the District of Columbia.

Many issues remain open regarding how new local telephone carriers will be regulated at the state level. For
example, although the Communications Act preempts the ability of states to prohibit local service competition,
the Communications Act preserves the ability of states to impose reasonable terms and conditions of service and
other regulatory requirements. The scope of state regulation will continue to be refined through rales and policy
decisions made by public utility commissions as well as court appeals that are now pending.

State public utility commissions have responsibility under the Communications Act to oversee relationships
between incumbent carriers and their new competitors with respect to such competitors’ use of the incumnbent
carriers’ network elements and wholesale local services. Public utility commissions arbitrate interconnection
agreements between the incumbent carriers and competitive carriers such as us when necessary. Under the
Communications Act, the decisions of state public utility commissions with regard to interconnection disputes
may be appealed to federal courts.

H

There remain important unresolved issues regarding the scope of the authority of public utility commissions
and the extent to which the commissions will adopt policies that promote local telephone service competition.
For example, although the FCC recently preempted the ability of states to regulate some aspects of VoIP
services, the FCC's decision has been appealed, and it is difficult to predict how this and other matters will affect
our ability to pursue our business plan,

States also regulate the intrastate carrier access services of incumbent carriers, We are required to pay
access charges to incumbent carriers when they originate or terminate our intrastate long distance traffic. Our
business could be harmed by high access charges, particularly to the extent that incumbent carriers do not incur
the same level of costs with respect to their own intrastate long distance services or to the extent that they are
able to offer their long distance affiliates better access pricing. Some states also regulate the intrastate access
charges of competitive carriers. In addition, states may be developing intrastate universal service charges parallel
to the interstate charges created by the FCC. For example, incumbent carriers such as AT&T advocate the
formation of state-level funds that would be supported by potentially large payments by businesses such as us
based on their total intrastate revenues. Another issue is raised by the use by some incumbent camriers, with the
approval of the applicable public utility commisstons, of extended local area calling that converts otherwise
competitive intrastate toll service to local service. States also are or may be addressing various intraLATA
dialing parity issues that may affect competition. In addition, state legislatures are passing new laws that remove
some issues from state regulatory authority and, in general, apply less regulation and oversight to incumbent
carriers. Our business could be harmed by these actions.
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We also will be affected by how states regulate the retail prices of the incumbent carriers with which we
compete. As the degree of intrastate competition increases, states are offering incumbent carriers increasing
pricing flexibility and deregulation of particular services deemed to be competitive. This flexibility and
deregulation may present the incumbent carriers with an opportunity to subsidize services that compete with our
services with revenues generated from their non-competitive services, thereby allowmg them to offer competitive
services at prices lower than most or all of their competitors. AT&T has obtained authority to create affiliates
that would operate on a much less regulated basis and, therefore, could provide significant competition in
addition to the traditional AT&T local services. We cannot predict the extent to which these developments may
affect our business.

.

Many states also require prior approval for transfers of control of certified carriers, corporate
reorganizations, acquisitions of telecommunications operations, assignment of carrier assets, carrier stock
offerings and incurrence by carriers of significant debt obligations. Certificates of authority generally can be
conditioned, modified, canceled, terminated or revoked by state regulatory authorities for failure to comply with
state law or the rules, regulations and policies of state regulatory authorities. State regulators also may impose
fines or other penalties for such violations. Public utility commissions or third parties may raise issues with
regard to our compliance with applicable laws or regulations. !

Local Government Authorizations and Related Rights-of-Way. We are required to obtain street use and
construction permits and licenses or franchises to install and expand our fiber optic network using municipal
rights-of-way. In some municipalities where we have installed network equipment, we are required to pay license
or franchise fees based on a percentage of gross revenues or a per linear foot b;asis. Following the expiration of
existing franchises, these fees may not remain at their current levels. In many markets, the incumbent carriers do
not pay these franchise fees or pay fees that are substantially less than those required to be paid by us, although
the Communications Act requires that, in the future, such fees be applied in a competitively neutral manner. To
the extent that our competitors do not pay the same level of fees that we do, we could be at a competitive
disadvantage. Termination of the existing franchise or license agreements before their expiration dates, or a
failure to renew the franchise or license agreements, and a requirement that we remove the corresponding portion
of our facilities or abandon the corresponding portion of our network, could harm our business. In addition, we
would be adversely affected if we are unable to obtain additional authorizations for any new network
construction on reasonable terms.

A number of states are considering reforming their laws and regulations governing the issuance of
franchises and permits by local govemmental authorities, and some states already have enacted laws authorizing
some types of entities to secure a state-wide franchise. The FCC also has adopted new rules to govern state and
local franchising processes, although these new rules are expected to be subject of further debate and judicial
review. Congress also has considered from time to time, and may consider in the future, various proposals
intended to reform the relationship between federal, state and local govemments in connection with the
franchising process. We cannot predict how these issues will be resolved, or the extent to which these
developments will affect our ability to compete. Unresolved issues also exist regardmg the ability of new local
service providers to gain access to commercial office buildings to serve tcnants

1
1
!

Employees d

As of December 31, 2006, we had approximately 1,975 employees, of whom approximately 1,950 were full-
time employees. None of our employees is represented by a union or covcred‘by a collective bargaining
agreement. We believe that our relationship with our employees is generally good. In connection with the
construction and maintenance of our fiber optic network and the conduct of our other business operations, we use
third-party contractors, some of whose employces may be represented by unions or covered by collective
bargaining agreements.
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Directors and Executive Officers

The table below shows information about our directors and executive officers as of March 1, 2007:

Name . Age Position

RandallE.Curran ............ ~.. 52 Chief Executive Officer and Director

Richard E. Fish, Ir. .............. 41 Executive Vice President and Chief Financial Officer

J.Thomas Mullis................ 63  Senior Vice President-Legal and Regulatory, General Counsel and
" Secretary ' :

SaraL. Plunkett . ................ 57 Senior Vice President-Finance

John Almeida, Jr. ............... 36 Director

JohnJ. DeLucca ................ 63 Director

Clyde A. Heintzelman . ......_.... 68 Director

Michael E. Leitner .............. 39 Director

R. Gerald McCarley ............. 67 Director

Thomas E. Mclnemey . .........., 65 Chairman of the Board of Directors

Sanjay Swani................... 40 Director

PhilipM.Tseng ................. 30 Director

Randall E. Curran has served as our Chief Executive Officer and as a director since February 2005, He
previously served as Chairman and Chief Executive Officer of ICG Communications, Inc., a competitive
telecommunications company, from September 2000 until December 2003. Before joining ICG Communications,
Mr. Curran served as Chairman, President and Chief Executive Officer of Thermadyne Holdings Corporation, a
global manufacturer of welding and cutting products. During 2004, he was engaged in management consulting
with both FTI Consulting, Inc. and his own firm. Mr. Curran served with Thermadyne and its predecessor
companies since 1981 in various positions, including Chief Operating Officer and Sentor Vice President-Chief
Financial Officer. Early in his career, he worked at Cooper Industries and with the accounting firm of Arthur
Andersen & Co. Mr. Curran received a Bachelor of Arts degree in economics from DePauw University and a
Master of Business Administration degree from Loyola University in Chicago.

Richard E. Fish, Jr. has served as our Chief Financial Officer since April 2005 and as an Executive Vice
President since February 2006. Mr. Fish previously servéd as our Chief Administrative Officer from February
2005 until April 2005. Before joining our company, Mr. Fish served from November 2000 to October 2004 as
Executive Vice President and Chief Financial Officer for 1ICG Communications. Before assuming that position,
Mr. Fish served from September 1999 to November 2000 as ICG Communication’s Senior Vice President of
Finance. Before his service with ICG Communications, Mr. Fish served from 1994 to 1999 in various finance,
regulatory, operational and business development positions with AT&T Local Services and Teleport
Communications Group, a telecommunications service provider which became a subsidiary of AT&T. Before his
service with AT&T and Teleport Communications Group, Mr: Fish served from 1987 to 1994 with the
accounting firm of Arthur Andersen & Co. . -

IJ..Th()maS Mudlis has served as our Senior Vice President-Legal and Regulatory, General Counsel and
Secretary since March 1997. Mr. Mullis served as General Counsel and Secretary of DeltaCom, Inc., the
predecessor of one of our wholly-owned subsidiaries, which was a provider of long distance telecommunications
services, from May 1985 to March 1997 and as Executive Vice President of DeltaCom from January 1994 to
November 1996. From November 1996 to March 1997, he also served as Senior Vice President of DeltaCom.
From January 1990 to December 1993, Mr, Mullis was President, General Counsel and Secretary of Southern
Interexchange Services, Inc., a switched services carrier, and Southern Interexchange Facilities, Inc., a private
line carriers’ carrier. Mr. Mullis served as an executive officer of ITC*DeltaCom on and before the date we filed
for protection from creditors under Chapter 11 of the United States bankrupicy code in June 2602,

Sara L. Plunkett has served as our Senior Vice President-Finance since July 2005 and as our Vice President-
Finance from March 1997 until July 2005. She also served as our Treasurer from March 1997 through March
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2000. Ms. Plunkett served as Vice President-Finance of DeltaCom, Inc., the predecessor of one of our wholly-
owned subsidiaries, which was a provider of long distance telecommunications services, from October 1996 until
March 1997: From May 1989 through October 1996, she served as Chief Financial Officer of DeltaCom.

Ms. Plunkett served as an executive officer of ITCADeltaCom on and before the date we filed for protection from
creditors under Chapter 11 of the United States bankruptcy code in June 2002, -

John Almeida, Jr., has served on the.board of directors since October 2003, Mr. Almeida joined Welsh,
Carson, Anderson & Stowe, a private equity firm, in 1999 and currently is a General Partner with that firm.
Before joining Welsh, Carson, Anderson & Stowe, Mr. Almeida worked at Lehman Brothers, a global financial
services firm, in the investment banking department from 1997 to 1999 and at the private equity firm Westbury
Capital Partners from 1995 to 1997. Mr. Almeida served as a director of BTI from 2001 to 2003. Mr. Almeida
also serves as a director of Local Insight Media, Inc. and Titan Outdoor Holdings, Inc.

John [. DeLucca has served on the board of directors since October 2002, Mr. DeLucca has served as
Executive Vice President and Chief Financial Officer of REL Consultancy Group, a provider of financial
consulting services to businesses, fromi 2003 until 2004. Mr. Del.ucca previously served as Executive Vice
President, Finance and Administration, and Chief Financial Officer of Coty Inc., a manufacturer and marketer of
personal fragrances, from 1999 to February 2002 and as Senior Vice President and Treasurer of RJR Nabisco
Inc., an international consumer products company, from 1993 to 1998. Mr. Dell..ucca also has served, among
other positions, as Managing Director and Chief Financial Officer of Hascoe Associates, President and Chief
Financial Officer of the Lexington Group, and Senior Vice President-Finance and Managing Director of The
Trump Group. Mr. DeLucca currently serves as a director and chairman of the nominating committee and
governance commiltee and as a member of the audit commiltee of Enzo Biochem, Inc., as a director and deputy
chairman of the audit committee, and as a member of the nominating committee, the governance committee and
the trading/risk committee of British Energy plc, as a director and a member of the audit committee of Endo
Pharmaceuticals, Inc., as a director of Tier Technologies, Inc. and as a director of a private company.

Clyde A. Heintzelman has served on the board of directors since July 2005, Mr. Heintzelman served as the
Chairman of the Board of Optetecom. Inc. from February 2000 to June 2003 and as its interim President and
Chief Executive Officer from June 2001 to January 2002, From November 1999 to May 2001, he was President
of Net2000 Communications, Inc. On November 16, 2001, Net2000 Communications and its subsidiaries filed
voluntary petitions for relief under Chapter 11 of the United States bankruptcy code. From December 1998 to
November 1999, Mr, Heintzelman served as the President and Chief Executive Officer of SAVVIS, Inc.
(formerly SAVVIS Communications Corporation). a networking and Internet solutions company.

Mr. Heintzelman currently serves as a director and chairman of the audit committee of SAVVIS, lnc., as a

director and a member of the audit commjllee of Telecommunication Syslems,‘lnc. and Chairman of the Board of

Citel, an AIM listed company. i I
t

Michael E. Leitner has served on the board of directors since August 2005. Mr. Leitner is a Partner of
Tennenbaum Capital Partners, LLC, a private investment firm, where he has worked since 2005. Before joining
Tennenbaum Capital Partners, he served as a Senior Vice President of Corporate Development for WilTel
Communications from 2004 to 2005. From 2000 to 2003, Mr. Leitner served as Vice President of Corporate
Development of 360networks and Chief Executive Officer of 360networks’ Latin American-Caribbean long-
distance business (GlobeNet Communications). From 1998 to 2000, Mr, Leitner was a Senior Director of
Corporate Development for Microsoft Corporation. Mr. Leitner served as a Vice President in the Technology
Mergers & Acqumnons group at Merrill Lynch, a global financial services firm from 1994 to 1998.

R. Gerald McCarley served on the board of directors from January 2002 to October 2002. He was
reappointed as a director in January 2003. Mr. McCarley is a retired partner of the accounting firm of Deloitte &
Touche LLP. He retired from that firm in June 1999 afier having served as an accounting and audit partner since
1980. Mr. McCarley joined a predecessor of Deloitte & Touche in 1967 and seived in various positions before he
was appointed a partner in 1980. !

1
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Thomas E. Mcinerney has served on the board of directors since October 2003 and as Chairman of the
Board since February 2005. Mr. Mclnerney has been a General Partner of Welsh, Carson, Anderson & Stowe
since 1986 and is a Managing Member or General Partner of the sole general partners of Welsh, Carson,
Anderson & Stowe VIIL, L.P. and other associated investment partnerships. Previously, Mr. McInerney
co-founded and served as President and Chief Executive Officer of Dama-Telecommunications Corp., a
communications services company. Before co-founding Dama Telecommunications, Mr. McInerney worked in
the financial services area at Automatic Data Processing, Inc. and was previously with the American Stock
Exchange. Mr. Mclnermey served as a director of BTI from 2001 to 2003 and is currently a director of Centennial
Communications Corporation, SAVVIS, Inc. and various private companies,

Sanjay Swani has served on the board of directors since October 2003. Mr. Swani joined Welsh, Carson,
Anderson & Stowe in 1999 and has been a General Partner of that firm since 2001. Mr. Swani is a Managing
Member or General Partner of the sole general partners of Welsh, Carson, Anderson & Stowe VIII, L.P. and
other associated investment partnerships. From 1998 to 1999, Mr. Swani was a Principal at Fox Paine &
Company, a San Francisco-based buyout firm. From 1994 to 1998, he served with Morgan Stanley & Co., a2
global financial services firm, in the mergers and acquisitions and debt capital markets areas. Mr. Swani served
as a director of BTI from 2001 to 2003 and is currently a director of BancTec, Inc., Global Knowledge Networks,
Inc., Valor Communications Group, Inc. and a private company.

Philip M. Tseng has served on the board of directors since February 2007. Mr. Tseng is a Principal of
Tennenbaum Capital Partners LLC, a private investment firm, where he has worked since July 2004, Before
joining Tennenbaurn Capital Partners, from January 2000 10 June 2002, Mr. Tseng was employed with Credit
Suisse First Boston, an international investment banking firm, in the technology group and, from August 1998 to
January 2000, with Deutsche Bank Alex Brown, an international investment banking firm, in the
telecommunications group. '

Chapter 11 Reorganization in 2002

Beginning in the third quarter of 2001, we initiated a strategic and operational restructuring intended to
accelerate positive cash flow from operations by emphasizing our core retail services and reducing operating
costs. In addition to de-emphasizing some non-core services, the key elements of this strategy included reduction
of our employee base, consolidation of facilities and operations, and reduction of capital expenditures. We also
sought to eliminate a substantial portion of our existing indebtedness and reduce our fixed interest costs.

To complete our reorganization expeditiously, we filed a voluntary petition for relief under Chapter 11 of
the United States bankruptcy code on June 25, 2002. On October 17, 2002, the bankruptcy court entered an order
confirming our plan of reorganization. We completed our reorganization under the plan on October 29, 2002. On
October 29, 2002, we implemented “fresh start reporting™ under the provisions of AICPA Statement of Position
90-7, “Financial Reporting by Entities in Reorganization Under the Bankruptcy Code.” Under SOP $0-7, the
reorganization value of ITCADeltaCom was allocated to our assets and liabilities, our accumulated deficit was
eliminated and our new equity was issued in accordance with our plan of reorganization as if we were a new
reporting entity.

Additional Information

We have adopted a code of ethics applicable to our chief executive officer and other senior financial
officers, who include our principal financial officer, principal accounting officer or controller, and persons
performing similar functions. We will provide a copy of this code in print to any stockholder who requests a
copy. Requests for copies should be directed to Corporate Secretary, ITCADeltaCom, Inc., 7037 Old Madison
Pike, Huntsville, Alabama 35806. To the extent required by SEC rules, we intend to disclose any amendments to
this code and any waiver of a provision of the code for the benefit of our directors, principal executive officer,
principal financial officer, principal accounting officer or controller, or persons performing similar functions, on
our Internet web site at www.deltacom.com within five business days following any such amendment or waiver,
or within any other period that may be required under SEC rules from time to time.
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Item 1A, Risk Factors ‘
Our business and operations are subject to a number of risks and uncenaiﬁties including the following:

Our ability to comply with the financial covenants in our debt agreements’ depends primarily on our
ability to generate substantial operating cash Mow. !

Our ability to comply with the financial covenants under the agreements governing our outstanding secured

indebtedness will depend primarily on our success in generating substantial operating cash flow. Under our debt

agreements, we are subject to a maximum capital expenditures covenant, a senior debt ratio covenant, a total
leverage ratio covenant, an interest coverage ratio covenant, a minimum unrestricted cash covenant and a
minimum consolidated EBITDA covenant, as EBITDA is defined for purposes of the agreements. Industry
conditions and financial, business and other factors, including those we identify as risk factors in this report, will
affect our ability to generate the cash flows we need to meet those financial tests and ratios. Our failure to meet
the tests or ratios could result in a default and acceleration of repayment of the indebtedness under our credit
facilities. If the maturity of our indebtedness were accelerated, we may not have sufficient funds to pay such
indebtedness. In such event, our lenders would be entitled to proceed against the collateral securing the
indebtedness, which includes substantially all of our assets.

Our substantial level of indebtedness could adversely affect our financial health and ability to compete.

As of March 1, 2007, we had $357.4 million of total long-term mdebtedness net of unamortized discount,
including current portion. Qur substantial level of indebtedness could have lmponam consequences. For
example, it may:

! .. - “ . N
» increase our vulnerability to general adverse economic and industry conditions, including interest rate
fluctuations, because a significant portion of our borrowings will contmuc to be at variable rates of
1ntercst,

* require us to dedicate a substantial portion of our cash flow from opérations to payments on our
indebtedness, thereby reducing the availability of our cash flow to fund working capital, capital
expenditures and other general corporate purposes; |

» limit our ability to borrow additional funds to alleviate liquidity constraints, as a result of financial and

other restrictive covenants in our indebtedness;
]

* limit our flexibility in planning for, or reacting to, changes in our business and the industry in which we
operate; ‘

» place us at a competitive disadvantage relative to companies that have less indebtedness; and

+ limit our ability to refinance our principal secured indebtedness, which matures in the third quarter of
2009. : '

In addition, we will be required either to repay or refinance a total of approximately $350 million principal
amount of our oulstanding secured indebtedness upon maturity during the third quarter of 2009. If principal
payments due at maturity cannot be refinanced or extended, our cash flow may not be sufficient to repay all such
indebtedness al the relevant times. Failure either to repay or refinance such indebtedness would result in a default
and entitle our lenders to proceed against our assets securing the indebtedness!

Affiliates of Welsh, Carson, Anderson & Stowe own securities repnsentixig a majority of our voting
power, which gives them the ability to exercise significant or controlling i:uﬂuence OVer major corporate
actions by us. '

The controlling affiliates of the investment funds that constitute Welsh, Carson, Anderson & Stowe, a
private equity firm, have reported in SEC filings that such affiliates and the funds, as a group, beneficially own
common stock and Series B preferred stock representing a majority of the voting power of our cutstanding

|
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capital stock. Based on their existing capital stock ownership, the members of this group currently have the right
to control the outcome of actions invelving our company or its assets that require stockholder approval. In
addition, three of our nine directors are members of, or affiliated with members of, this group.

The Welsh, Carson, Anderson & Stowe group may have interests with respect to our company that differ from
those of our other stockholders as a result of significant investments by the group in other communications companies.

The FCC may restrict our ability to provide local services and may increase the costs we incur to provide
these services. ‘

In February 2005, the FCC released an order limiting the number and types of unbundled network elements
that incumbent local exchange carriers must make available to us and other competitive communications
companies. The FCC’s order also eliminated the requirement that incumbent carriers make available to us and
other competitive carriers local switching services for residential -and small business customers, If these
incumbent carriers do not continue to cooperate in facilitating an orderly transition to the new rules, our business
could be adversely affected. If prices of the network elements that we use to provide our services increase or if
those network elements are eliminated as a result of the implementation of the February 2005 order or any future
consideration of this issue by the FCC, our cost of providing local exchange service could increase and have a
significant adverse impact on our operating results and cash flows. Because of the February 2005 order,
incumbent local telephone companies no longer are required to provide local switching services, which means
that we can no longer rely on the Unbundled Network Element-Platform, or UNE-P, to provide local services to
customers, The FCC’s order also limits the availability to us of some incumbent carrier dedicated transport
services between central offices and broadband local loops. Although the FCC’s order permits carriers to enter
into commercial agreements for network elements and provided for a transition period to the new rules, AT&T
and the other incumbent carriers in our markets have not made, and are not expected to make, network elements
available to us at the same rates they have in the past. Although AT&T made certain commitments relative to the
availability and pricing of UNEs in connection with its merger with BellSouth, the financial impact of those
commitments on us and other competitive caniFrs is uncertain,

The FCC also has proposed new rules that would change the existing cost-based method of pricing the
services that we obtain from the incumbent local telephone companies. If adopted, the proposed rules would
enable the incumbent local telephone companies to initiate proceedings before state public utility commissions to
seek increased rates for unbundled network elements, If some elements in particular markets or on particular
transport routes in those markets cease to be available to us at the existing cost-hased rates, we could experience
an increase in our cost of providing local exchange services, which would negatively affect our operating resuits
and cash flows.

We are subject to a significant nomber of legal proceedings that could result in our payment of substantial
monetary damages and could adversely affect our ability to provide services.

To maintain our fiber optic network, we have obtained easements, righis-of-way, franchises and licenses
from various third parties, including actual and potential competitors, local governments, private landowners and
others. We may not be able to continue to use or have access to all of our existing easements, rights-of-way,
franchises and licenses or to renew or replace them after they expire. Third parties have initiated legal
proceedings in a number of states challenging some of our significant licenses to use the rights-of-way of others,
including our licenses to use the rights-of-way of Mississippi Power Company and Gulf Power Company.
Proceedings that remain pending affect approximately 300 route miles of our network as of December 31, 2006
and, if resolved in a manner adverse to us, could affect additional portions of our network. We cannot predict
whether additional portions of our network will become subject to similar legal proceedings in the future. If some
of these or similar future challenges are successful, or if we are otherwise unsuccessful in maintaining or
renewing our rights to use our network easements, rights-of-way, franchises and licenses, we may be compelled
to abandon significant portions of our network, which would require us to incur additional expenditures, and to
pay substantial monetary damages. . .

24




Our integrated communications services business is subject to significant competitive pressures that could
restrict our ability to achieve or sustain operating profitability. ’

Our industry is highly competitive, and the level of competition, particularly with respect to pricing, is
increasing. As a result of compelitive pressures, we may not be able to achieve or sustain operating profitability,
adequate market share or significant revenue growth in any of our markets. The prices we charge for our retail
local, long distance and data services have declined significantly in recent years. AT&T, which recently acquired
BellSouth, and the other incumbent local telephone companies in our markets offer substantially the same
services we offer, in some cases at lower prices. These companies have substantially greater infrastructures,
financial, personnel, technical, marketing and other resources, larger numbers of established customers and more
prominent name recognition than we do. These advantages may increase as a result of recent and future
consolidations in our industry. We expect to continue to face significant pricing and product competition from
AT&T and the other large, established telephone companies that currently are the dominant providers of
telecommunications services in our markets. We also will continue 1o face significant competitive product and
pricing pressures from other types of communications businesses, including cable companies providing
broadband Internet access and other integrated services providers, and from other companies like us that attempt
to compete in the local services market.

We may be required to reduce further some or all of the prices we charge for our retail local, long distance
and data services for the following reasons, which could adversely affect our ablllty to generate positive cash
flows from operations: \

* AT&T, our principal competitor in many of the markets we serve, hzjus been authorized to offer
in-region long distance services throughout its entire region, which will allow it to offer the same
bundle of local, long distance and data services that we offer, '

« the acquisitions of BellSouth by AT&T and of MCI by Verizon Communications have increased
substantially the market power of these incumbent carriers, particularly of our principal competitor in
many of the markets we serve and in the market for business customers in which we compete, and
these mergers may accelerate other pending or future consolidations among our competitors;

* cable companies and providers of altérnative forms of commumcauon that rely on Voice over Internet
Protocol or similar applications are increasingly altracting cuetomcrs and are expected to expand their
target customer base from primarily residential customers to the small and medivm-sized businesses
we serve; and ‘

« recent regulatory decisions have decreased regulatory oversight of incumbent local telephone
companies, which may increase the benefits that these companies could experience from their long-
standing customer relationships, greater financial and technical resources, and ability to subsidize local
services with revenue from unrelated businesses.

The foregoing compelitive pressures have contributed to a significant i increase in our customer attrition over
the past two years. We expect that these pressures will continue to adversely affect our ability to maintain
existing customers and win new customers. _

Our wholesale services, including our broadband transpbrt éervices, continue to be adversely affected by
pricing pressure, network overcapacity, service cancellations and other l‘t’:ctors.

We have continued to experience adverse trends relating to our wholesale service offerings, including our
broadband transport services, that have resulted primarily from a reduction in rates charged to our customers due
to overcapacity in the broadband services business and from service cancellations by some customers, including
customers of our local interconnection business. Pending or contemplated consolidations in our industry also
may continue to affect adversely our wholesale services by improving the resources of the consolidating
companies and reducing their demand for our services as those companies upgrade their own networks and
consolidalte their voice and data traffic on those networks, We expect that lhese factors will result in continued
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declines in revenues and cash flows from our wholesale service offerings. Such declines will have a
disproportionately adverse effect on our operating results, because of the higher gross margins associated with
our wholesale services.

Our operating performance will suffer if we are not offered competitive rates for the access services we
need to provide our long distance services, |

We depend on other communications companies to originate and terminate a significant poftion of the long
distance traffic initiated by our customers. Our operating performance will suffer if we are not offered these
access services at rates that are substantially equivalent to the costs of, and rates charged to, our competitors and
permit profitable pricing of our long distance services. The charges for access services historically have made up
a significant percentage of our overall cost of providing long distance service. Some of our Internet-based -
competitors generally have been exempt from these and other regulatory charges, which could give them a
significant cost advantage in this area. The FCC currently is considering what charges, if any, should be assessed
on long distance services provided over the Internet.

Our inability to maintain our network infrastructure, portions of which we do not own, could adversely
affect our operating results.

We have effectively extended our network with minimal capital expenditures by entering into marketing and
management agreements with public utility companies to sell long-haul private line services on the fiber optic
networks owned by these companies. Under these agreements, we generally earn a commission based upon a
percentage of the gross revenues generated by the sale of capacity on the utility’s networks. Any cancellation or
non-renewal of any of these agreements, any adverse legal ruling with respect to our rights under any of these
agreements, or any future failure by us to acquire and maintain similar network agreements in these or other
markets as necessary could materially adversely affect our operations. In addition, some of our agreements with
the public utility companies are nonexclusive, and our business would suffer from any reduction in the amount of
capacity they make available to us.

Our ability to provide service also could be materially adversely affected by a cable cut, switch failure or
other equipment failure along our fiber optic network or along any other fiber optic network on which we lease
transmission capacity. A significant portion of our fiber optic network is not protected by electronic redundancy
or geographical diverse routing. Lack of these safeguards could result in our inability o reroute traffic to another
fiber in the same fiber sheath in the event of a partial fiber cut or electronics failure or to an entirely different
fiber optic route, assuming capacity is available, in the event of a total cable cut or if we fail to maintain our
rights-of-way on some routes. Our ability to utilize network infrastructure and continue to provide services also
may be affected by regulatory developments in connection with Internet Neutrality, the outcome of which we
cannot predict.

If we are unable to interconnect with AT&T l‘ollowihg its acquisition of BellSouth and other incumbent
carriers on acceptable terms, our ability to offer competitively-priced local telephone services will be
adversely affected.

To provide local telephone services, we must interconnect with and resell the services of the incumbent
carriers to supplement our own network facilities. The original term of many of our interconnection agreements
with BellSouth expired in June 2003 and currently run month-to-month. Although we completed a new
agreement with BellSouth (which has since been acquired by AT&T) in one state and are currently seeking new
agreements in eight states, we may not be able to enter into new interconnection agreements with AT&T or other
carriers on favorable terms, in a timely manner, or at all. Further, federal regulators have adopted substantial
modifications to the requirements that obligate AT&T and other former monopoly local telephone companies to
provide to us at cost-based rates the elements of their telephone networks that enable us to offer many of our
services at competitive rates. If we are unable to enter into or maintain favorable interconnection agreements in
our markets, our ability to provide local services on a competitive and profitable basis may be materially
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adversely affected. Any successful effort by the incumbent carriers to deny or substantially limit our access to
their network elements or wholesale services also would harm our ability to provide local telephone services.

We may not be able to retain the few large customers on which we depend for a significant percentage of
OUl revenues. ‘

We may not be able to retain our large customers, or we may be required to lower our prices significantly to
retain them. Qur ability to retain these customers may be adversely affected by pending or contemplated
consolidations in our industry, adverse changes in our financial condition, increased competition, customer
service issues and other events that may occur. The table below sets forth the approximate percentages of our

“total consolidated revenues generated in 2004, 2005 and 2006 by our five largest integrated communications

services customers and our three largest wholesale servicés customers:

Year Ended December 31,

' | 2006 2005 2004
Five largest integrated communications services custormners ...... " 43% 42% 44%
Three largest wholesale services customers ................... . 69% 069% 49%

i ¥
If we were to lose any of these customers or were compelled to lower our prices to retain these customers,
our operating revenues and business could be adversely affected. . :

The local and long distance induvstries are subject to significant government regulation, which may change
in a manner that is harmful to our business.

We are required to comply with telecommunications regulations impleme_med by federal, state and local .
governments. We are required to obtain authorizations from the FCC and state public utility commissions to offer '
some of our communications services, to file tariffs for many of our services aid to comply with local license,
franchise or permit requirements relating to installation and operation of our network. Many of these regulations
continue to change. Any of the following events related to the manner in whlch our business is regulated could
limit the types of services we provide or the terms on which we provide these scrvxces

 our failure to maintain proper federal and state tariffs;

« our failure to maintain proper state certifications;

+ our failure to comply with federal, state or local laws and regulations;

* our failure to obtain and maintain required licenses, franchises and p'ennits,'

* the imposition of burdensome license, franchise or permit requnrcments to operate in publlc
rights-of-way; and - {

+ the occurrence of burdensome or adverse regulatory requirements or developments.

Our failure to maintain adequate billing, customer service, information systems and data security could
limit our ability to increase our services and, in some cases, expose us to potential liability.

We depend on sophisticated information and processing systems to grow' monitor costs, bill customers,
provision customer orders and achicve operzmng efficiencies. Qur inability to adequately identify all of our
information and processing needs, to process the information effectively or accurately, to upgrade our systems as
necessary, ot to manage confidential customer data could have a material adverse effect on our operating results.

We also depend on operations support systems and other new carriers to order and receive network elements
and wholesale services from the incumbent carriers. These systems are necessary for carriers like us to provide
local service to custorners on a timely and competitive basis. FCC rules, together with rules adopted by state
public utility commissions, may not be implemented in a manner that will per@it us effectively to order, receive

‘ 1‘
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and provision network elements and other facilities necessary for us to provide many of our services. Existing
and future federal and state laws and regulations also may affect the manner in which we are required to protect
confidential customer data and other information, which could increase the cost of our operations and our
potential liability if the security of our confidential customer data is breached.

We may be subject to damaging and disruptive intellectual property litigation.

We may be subject to infringement claims in the future. We may be unaware of filed patent applications and
issued patents that could relate to our products and services. Intellectual property litigation could:

* be time-consuming and expensive;
* divert attention and resources away from our daily business;
« impede or prevent delivery of our products and services; and

* require us to pay significant royalties, licensing fees and damages.

Parties making claims of infringement may be able to obtain injunctive or other equitable relief that could
effectively block our ability to provide our services and could cause us to pay substantial damages. In the event
of a successful claim of infringement, we may need to obtain one or more licenses from third parties, which may
not be available at a reasonable cost, if at all. The defense of any lawsuit could result in time-consuming and
expensive litigation, regardless of the merits of such claims, and could also result in damages, license fees,
royalty payments and restrictions on our ability to provide our services, any of which could harm our business.

We are subject to risks associated with rapid changes in technology.

Our business could suffer from unexpected developments in technology, or from our failure to adapt to these
changes. The communications industry is subject 1o rapid and significant changes in technology, and we may be
required to select one emerging technology over another, We will be unable to predict with any certainty, at the
titne we are required to make our investments, whether the technology we have chosen will prove to be the most
economic, efficient or capable of attracting customer usage. If we choose the wrong technology, or if our
competitors develop or seiect a superior technology, we could lose our existing custorners and be unable to
attract new customers, which would harm our business and operations.

Our success depends on our ability to attract and retain key personnel.

The loss of the services of our key personnel, or our inability to attract, recruit and retain sufficient or
additional qualified personnel, could hurt our business. Our business is currently managed by a small number of
key management and operating personnel, including our executive officers. Many members of our senior
management team have extensive experience in the telecommunications industry. We do not maintain “key man”
insurance on these employees. Because of current market conditions for our industry, our stock incentive
program may not provide an adequate incentive to current or potential key employees to remain or become
employed by us. '

Our network or other ground facilities could be damaged by natural catastrophes or terrorism.

A major earthquake, tornado, hurricane, fire, terrorist attack on the United States, or other catastrophic event
could damage our network, network operations center, central offices or corporate headquarters. Such an event
could interrupt our service and harm our business in the affected areas. We do not have replacement or redundant
facilities that we can use to provide alternative means of service to all customers or under every circumslance in
the event of a catastrophic event. Any damage to our network could result in degradation of our service for some
customers and could result in complete loss of service in affected areas,

Item 1B. Unresolved Staff Comments.
Not applicable.
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Item2. Properties.

We lease our corporate head quarters in Huntsville, Alabama, which we relocated from West Point, Georgia,
in the first quarter of 2006, f

We own switch sites in Anniston, Birmingham and Montgomery, Alabama and in Nashville, Tennessee. We
lease space for our voice switch sites in the following locations:
« Jacksonville, Ocala, West Palm Beach, Tampa and Orlando, Florida;‘
+ Atlanta, Georgia; ‘ :
»  Gulfport, Mississippi;
» Greensboro, Wilmington, Raleigh, Charlotte and Greenville, North (%molina: and

»  Columbia, Charleston and Greenville, South Carolina. .
The leases for these switch sites exp'ire on various dates from 2007 10 2015.

+
We have constructed and own a multi-service facility in Anniston, Alabarna, which functions as a
centralized network operations and switch control center for our network and as an operator services center. We
also lease a second operator services center in Alexander City. Alabama.

We operate branch offices through which we conduct our sales and marketing efforts in the following
locations: . .

» Anniston, Birmingham, Dothan, Florence, Huntsville, Mobile and Montgomery, Alabama;

- Daytona, Ft. Lauderdale, Jacksonville, Miami, Ocala, Orlando, Pensacola, Tallahassee, Tampa and
West Palm Beach, Florida; ‘

+  Albany, Atlanta (three offices). Augusta, Columbus, Macon and Savannah, Georgia;

« Baton Rouge and New Orleané, Louisiana; |

« Biloxi, Greenwood, Haltiesb’ur’g, Jackson and Tupelo, Mississippi; l

* Charlotte, Greensboro, Wilmington, Greenville, Fayetieville and Raglleigh, North Carolina;

» Charleston, Columbia and Greenville, South Carolina; and
i

|
3

|
The leases for these branch offices expire on various dates from 2007 through 2016.

« Chattanooga, Knoxville and Nashville, Tennessee.

We also lease office space for various functions, including our head quarters in Huntsville, Alabama and
information technology and engineering, in Anniston, Alabama and in Raleigh, North Carolina, and we own an
administrative office in Arab, Alabama. ‘

'

As part of our fiber optic network, we own or lease rights-of-way, land, and point-of-presence space
+

throughout the southern United States. \
|

Item3.  Legal Proceedings. 9
General. We are a party to legal proceedings in the ordinary course of o;ur business, including disputes with

contractors or vendors, which we believe are not material (o our business.

Regulatory Proceedings. We are a party to numerous regulatory proceedings affecting the segments of the
communications industry in which we operate, including regulatory proceedings before various state public
utility commissions and the FCC, particularly in connection with actions by the regional Bell operating
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companies. We anticipate that these companies will continue to pursue arbitration, litigation, regulations and
legislation in states within our primary eight-state market to reduce regulatory oversight and state regulation over
their rates and operations. These companies also are actively pursuing major changes in the federal
communtications laws through litigation and legislation that would adversely affect competitive carriers,
including us. I successful, these initiatives could make it more difficult for us to compete with these companies
and other incumbent carriers. We may not succeed in our challenges to these or other similar actions that would
prevent or deter us from successfully competing with the incumbent carriers.

Proceedings Affecting Rights-of-Way. To maintain our fiber optic network, we have obtained easements,
rights-of-way, franchises and licenses from various third parties, including actual and potential competitors, local
governments, private real property owners and others. We may not be able to continue to use or have access to all
of our existing easements, rights-of-way, franchises and licenses or to renew or replace them after they expire.
Third parties have initiated legal proceedings in a number of states challenging some of our significant licenses
to use the rights-of-way of others, including our licenses to use the rights-of-way of Mississippi Power Company
and Gulf Power Company. Proceedings that remain pending affect approximately 300 route miles of our network
as of December 31, 2006. Similar proceedings involving the rights-of-way of Georgia Power Company,
Mississippi Power Company, Kansas City Southern Railroad and Iilinois Central Railroad affecting
approximately 1,300 route miles of our network were settled or dismissed during 2006 or in prior periods as
discussed below. If some of these or similar future challenges are successful, or if we otherwise are unsuccessful
in maintaining or renewing our rights to use our network easements, rights-of-way, franchises and licenses, we
may be compelied to abandon significant portions of our network, which would require us to incur additional
expenditures, and to pay substantial monetary damages. The results of these challenges, some of which are
described below, are uncertain and, individually or in the aggregate, could have a material adverse effect on our
results of operations or financial position.

Mississippi Power Company Rights-of-Way. A portion of our network runs through fiber optic cables owned
by the Mississippi Power Company over its rights-of-way located in Jasper County, Mississippi. A proceeding
involving Mississippi Power Company and several real property owners who have granted Mississippi Power
Company rights-of-way in Jasper County resulted in a January 1999 order of the Mississippi Supreme Court
holding that Mississippi Power Company could not permit third parties to use its rights-of-way at issue for any
purpose other than in connection with providing electricity to customers of Mississippi Power Company. We
became a party to the proceeding after the January 1999 order. The property owners sought compensatory
damages equal to the profits or gross revenues received by us from our use of Mississippi Power Company’s
rights-of-way in Jasper County and punitive damages for our use of the route. The Circuit Court of the First
Judicial District of Jasper County entered an order directing us not to use that portion of our fiber optic network
located on Mississippi Power Company's rights-of-way in Jasper County, except in an emergency. In December
2003, a settiement agreement was entered. In January 2006, the order that restricted our use of the fiber optic
network in Jasper County was vacated. As part of the settlement, substantially all of the property owners have
dismissed their cases and granted Mississippi Power Company an easement that allows for our use for
telecommunications purposes of Mississippi Power Company’s fiber optic cables installed over the properties.

We initiated civil suits in August 2001 and May 2002 in the United States District Court for the Southern
District of Mississippi in which it sought a declaratory judgment confirming its continued use of fiber optic
cables in Mississippi Power Company’s rights-of-way on 37 parcels of real property and 63 parcels of real
property, respectively, or, alternatively, condemnation of the right to use the fiber optic cables upon payment of
just compensation to the property owners. As a part of the settlement of the Jasper County proceedings discussed
above, our suit for declaratory judgment and all of the remaining counterclaims in the 37-parcels proceeding has
been dismissed. In February 2007, the United States District Court for the Southern District of Mississippi
entered judgment granting to us the right to continued use of fiber optic cables in Mississippi Power Company’s
rights-of-way against any remaining properiy owners named in the 63-parcels proceeding that were intended to
be part of the settlement of the Jasper County proceedings, but had not voluntarily signed the easement required
as part of that setttement. The 63-parcels proceeding has been dismissed against all other parties.
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Some parties to the 37-parcels proccedmg who had been dlsrmsscd from the proceeding before the Jasper
County settlement are not bound by the settlement and have filed new procecdmgs against Mississippi Power
Company and us. It is possible that acldmonal parties who are not subject to the settlement also may file new
proceedings. In October 2001, a civil action was filed in the Chancery Court of Lamar County, Mississippi,
against Mississippi Power Company and us by two plaintiffs seeking to quiet and confirm title to real property,
for ejectment and for an accounting. The plaintiffs are joint owners of a single parcel of real property located in
Lamar County, Mississippi. Both plaintiffs also were defendants in the 37- parcels proceeding. The plaintiffs have
not specified the amount of damages they. are seeking. Similarly, in November 2004 another former defendant in
the 37-parcels proceedmg sued us and Mississippi Power Company in the Chancery Court of Jones County,
Mississippi, to enjoin our use of fiber optic cables in Mississippi Power Company’s rights-of-way over the
plaintiff’s property and to recover all property. !

In December 2002, two civil actions were filed against Mississippi Power, Company and us in the Circuit
Court of Smith County, Mississippi, by a single attorney. The plaintiffs are real property owners and allege
trespass on the basis that the documents granting Mississippi Power Company the rights to cross the plaintiffs’
property do not grant the right to Mississippi Power Company to allow third p:?.rtlcs to use the rights-of-way for
the transmission of telecommunications services of such third parties and that such use by third parties is
prohibited under state law. One of the proceedings was previously dismissed, and as part of the settlement of the
Jasper County proceedings discussed above, the other proceeding was Lransferred to the Circuit Court of the First
Judicial District of Jasper County, Mississippi, and will be dlsrmssed as part of the settlement.

Before it was dismissed, the 37-parcels proceedmg discussed above was consohdated with another pending
civil suit in the United States District Court for the Southern District of MlSSlSSlppl in which we were made a
defendant. The pending proceeding was initiated by real property owners claiming to representa class of real
property owners and seeking compensatory and punitive damages against MlSSlelppl Power Company arising
from Mississippi Power Company’s grant of permission to third parties to use us rights-of-way for
telecommunications purposes. The plaintiffs also seek an injunction against our use of fiber optic cables in
Mississippi Power Company’s rights-of-way. The case is still pending, but has been stayed because of the
bankruptcy of another defendant. None of the plaintiffs has an individual clanm against us, so we anticipate that
we could be materially adversely affected only if a class is certified. ‘

Since 2002, over 220 lawsuits have becn filed by a single counsel in the Clrcult Court for Harmison County,
Mississippi, against Mississippi Power Company, MCI and us. Each plaintiff clmms to be the owner of real
property over which Mississippi Power Company has an easement and that MCTI and/or we have benefited by
using the easement to provide telecommunications services. As a result of these allegations, each of the plaintiffs
claiméd trespass, unjust enrichment, fraud and deceit, and civil conspiracy agzlunst each of the defendants. Each
of the plaintiffs also sought $5 million in compensatory damages, $50 million'in punitive damages, disgorgement
of the gross revenues derived from the use by MCI and us of the fiber optic cable over the easements, a
percentage of gross profits obtained from the use of the cable. and the plamtlffs costs to prosecute the action. In
December 2004, a settlement agreement was entered and each of the cases has been or is expected to be
dismissed, because the plaintiffs have granted Mississippi Power Company an easement that allows for our use
for telecommunications purposes of Mississippi Power Company’s fiber optic cables instatled over the plaintiffs’
properties. Proceedings are underway to give effect to the settlement and to oblam dismissal of the few remaining
claims by property owners who have not already signed the settlement documcnts

In 2002, a lawsuit on behalf of five real property owners was filed against Mississippi Power Company and
Southern Company in the Circuit Court of Forrest County, Mississippi, alleging trespass, nuisance, conversion,
unjust enrichment, fraud, fraudulent misrepresentation and fraudulent conccalmcnl in connection with the use of
Maississippi Power Company's fiber optic cables installed over the plaintiffs’ propemcs In May 2004, we were
added as a defendant in the lawsuit, upon the court’s order, on the basis that we use the fiber optic cables for the
provision of telecommunications services to our customers. The plaintiff is seekmg rescission and equitable
reformation arising from the alleged unauthorized use of the subject nghts-of-way in violation of the terms of the
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easements held by Mississippi Power Company. The plaintiffs also seek an accounting, unspecified monetary
damages and equitable relief. In September 2004, the court granted Mississippi Power Company’s motion for
partial summary judgment and issued a final order that the plaintiffs are not entitled to any compensation for
trespass damages. In November 2006, the Mississippt Court of Appeals dismissed the appeal for lack of
jurisdiction, holding that the trial court’s ruling was not a final order. A hearing on defendants’ motion for
summary judgment was held in January 2007 in the trial court.

In September 2002, Mississippi Power Company and we were sued in the Circuit Court of Jasper County,
Mississippi. by the owners of 75 parcels of real property located in various Mississippi counties. The plaintiffs
allege that Mississippi Power Company and we have violated the property owners’ rights with regard to the use
of Mississippi Power Company’s easements across their properties. The allegations are similar to those made in
other rights-of-way suits in Mississippi. The plaintiffs allege trespass, unjust enrichment, fraud and deceit, and
civil conspiracy, and seek from each plaintiff $5 million in compensatory damages, $50 million in punitive
damages, disgorgement of gross revenues, a percentage of the gross revenues derived from use of the
rights-of-way, and court costs. Although MCI is not a party to this proceeding, during the pendency of MCI's
bankruptcy proceedings, Mississippi Power Company had removed this action to the United States District Court
for the Southern District of Mississippi and requested that the action be transferred to the United States
Bankruptcy Court for the Southern District of New York, which administered MCI’s bankruptcy proceedings.
There have been no further material developments in this matter.

In July 2002, nine lawsuits on behalf of 101 real property owners were filed against Mississippi Power
Company, Southern Company and vs in the Chancery Court of Jones County, Mississippi. All nine complaints
are identical in seeking relief for trespass, nuisince, conversion, unjust enrichment, fraud, fraudulent
misrepresentation and fraudulent concealment. The plaintiffs seek rescission and equitable reformation arising
from the alleged unauthorized use of the subject rights of way in violation of the terms of the easements held by
Mississippi Power Company. The plaintiffs also seek an accounting, unspecified monetary damages and
equitable relief. During the pendency of MCI’s bankruptcy proceedings, Mississippi Power Company sought to
change the venue of these proceedings, but the proceedings have been returned to the original venue. There have
been no further material developments in this matter,

Gulf Power Compuny Rights-of-Way. We use the rights-of-way of Gulf Power Company in Florida for a
portion of our network. During 2000, Gulf Power Company was sued in the Circuit Court of Gadsden County,
FFlorida, by two real property owners that claim to represent a class of all real property owners over whose
property Gulf Power Company has facilities that are used by third parties. The real property owners have alleged
that Gulf Power Company does not have the authority to permit us or other carriers to transmit
telecommunications services over the rights-of-way. We were made a party to this litigation in August 2001.
Additional plaintiffs have been added through various amendments to the Complaint. In November 2005, the trial
court entered a declaratory judgment for the plaintiffs. In that decision, the court ruled that the easements do not
allow general telecommunications use and that Gulf Power Company did not have the right to apportion the
easement for general telecommunications purposes. The trial court has not yet addressed any issues relating to.
damages. Gulf Power Company and we appeuled the declaratory judgment. In October 2006, the Florida First
District Court of Appeals dismissed the appeal brought by Gulf Power Company and us on the basis that the trial
court’s November 2005 ruling was not a final order and therefore not yet subject to appeal. Gulf Power Company
and we have filed motions in the trial court to vacate the prior declaratory judgment and for summary judgment
in favor of Gulf Power Company and us. In February 2007, the plaintiffs filed a motion for a permanent
injunction which would restrict the Company’s ability to add new customers and services over the disputed
route. The trial court has set a hearing in Aptil 2007 on the plaintiffs’ motions for class certification and
permanent injunction and defendants’ motion to vacate the declaratory judgment and for summary judgment.

Georgia Power Company Rights-of-Way. We use rights-of-way of Georgia Power Company in Georgia for
i portion of our network. In July 2001, a suit was filed in the Superior Court of Decatur County, Georgia, by a
group seeking compensatory and punitive damages and claiming to represent a class of real property owners. The
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plaintiffs have alleged that Georgia Power Company and other entities do not have the right to grant third parties
the use of the rights-of-way for the transmission of telecommunications scrwces of such third parties. We were
made a party to the suit in January 2002. In January 2005, the court granted the plaintiffs’ motion for partial
summary judgment and denied defendants’ motion for partial summary judgment, holding that Georgia Power
Company had the right to use the easements for communications directly related to the transmission and
distribution of electricity, but that the easements do not afford Georgia Power Company the right to allow any
other party, including us, the right to use the rights-of-way for the trammlssnon of telecommunications services.
In November 2005, the Georgia Court of Appeals reversed the trial court’s rulmg and held that Georgia Power’s
easements allow use for fiber optic communication lines and remanded 10 the trml court the question whether the
easements were divisible so as to allow use by persons other than Georgia Powar including us. In May 2006, the
Georgia Supreme Court denied the plaintiffs’ request for review of the ruling by the Georgia Court of Appeals.
On remand, the trial court held in October 2006 that the easements are divisible and granted summary judgment
to the: dcfendants mcludmg us. . : I
' . t

In November 2002, a civil action was filed in the Superior Court of Walton County, Georgia, against
Georgia Power Company and us. The plaintiff, claiming to be representative of a class of all real property owners
over which Georgia Power Company has facilities, alleges that the documents’ grammg Georgia Power Company
the rights to cross the plaintiff’s property do not grant the right to Georgia Power Company to allow third parties
to use the rights-of-way for the transmission of telecommunications services of such third parties. In September

2006, the plaintiff voluntarily dismissed its complaint without prejudice. !

Kansas City Southern Railroad and Hiinois Central Railvoud Rights-of- Waly. In March 2003, a complaint was
filed against us in the United States District Court for the Southern District of Mississippi. The plaintiffs, claiming
to be representatives of a class of plaintiffs, allege that they are the owners of thé real property across which certain
rights-of-way of Kansas City Southern Railroad and [llinois Central Railroad are located. Under agreements with
Kansas City Southern Railroad and Illinois Central Railroad, we use some fiber opllc cable within the rights-of-way
of Kansas City Southern Railroad and Illinois Centrat Railroad across Mississippi. The plaintiffs claim that the
documents granting the rights-of-way do not permit the installation and operation of telecommunications facilities
of third parties within the rights-of-way. The plaintiffs allege trespass, unjust enrichment and conversion and seek
unspecified amounts of compensatory and punitive damages, restitution, disgorgement, attorneys’ fees, an
accounting of amounts paid to Kansas City Southern Railroad and Illinois Central Railroad and declaratory relief
regarding the parties’ rights. We denied the allegations, but counter-claimed for the certification of a class of
counter-defendants. We sought a declaration that we have the right to use the rlgth-of-way or, alternatively, to
condemn such rights. In September 2004, the district court found that neither thp class requested by the plaintiffs,
nor the class of counter-defendants, should be certified. Our appeal of the district court’s refusal to certify a class of
counter-defendants was denied by the United States Court of Appeals for the Fifth Circuit. In February 2005, the
district court dismissed the claims of the remaining plaintiffs. In November 2006, the Fifih Circuit affirmed the
district court’s dismissal of the claims of the remaining plaintifts. !

!

A lawsuit was filed against us in Richland Parish, Louisiana, in July 2003 and removed to the United States
District Court for the Western District of Louisiana, Monroe Division, in August 2003. The plaintiffs, claiming to
be representatives of a class of plaintiffs, allege that they are owners of the relai property which underlies or abuts
the Kansas City Southern Railroad corridor in Louisiana. Under agreements with Kansas City Southern Railroad
and Illinois Central Railroad, we use some fiber optic cable within the rights-of-way of Kansas City Southern
Railroad and Hlinois Central Railroad in Louisiana. The plaintiffs claim that the documents granting the
rights-of-way to Kansas City Southern Railroad and Illinois Central Railroad do not permit the installation or
operation of telecommunications facilities of third parties within the rights-of-way. The plaintiffs allege trespass,
unjust enrichment, conversion, civil conspiracy, negligence, infringement and misappropriation, and seek the
imposition of a constructive trust, an accounting of all compensation paid or reccwed for use of the real property
involved in the litigation, restitution, disgorgement, actual, compensatory and consequential damages, and
attorneys’ fees. In July 2004, the court found that the class should not be certified. One plaintiff voluntarily
dismissed his claim when discovery revealed that he had no rights in the prop:erty identified in the complaint. The

1
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only remaining named plaintiff asserted a claim based on ownership of less than one mile of property over which
we use fiber optic cable within the rights-of-way. This matter was dismissed in March 2006 pursuant (0 a
setilement agreement between the remaining plaintiff and us.

ITCADeltaCom’s Suit for Rights-of-Way Indemnification. In August 2001, we filed suit in the Superior Court
of Troup County, Georgia, against Southern Telecom, Inc., Alabama Power Company, Georgia Power Company,
Mississippi Power Company, Gulf Power Company and related entities from which we have obtained by
agreement use of rights-of-way for our fiber optic telecommunications networks. We seek a declaratory
judgment that the defendants are legally requiréd to use their best efforts to defend us against any claims that we
do not have the right to use the rights-of-way granted to these entities and to defend, indemnify and hold us
harmless against all such claims. We filed for summary judgment in December 2001, and the defendants
subsequently filed a motion for summary judgment. The defendants also have filed a counterclaim requesting,
among other relief, that we reimburse them for the cost of perfecting the applicable rights-of-way. In September
2004, the court issued an order denying our motion and the defendants” motion for summary judgment and
staying the proceeding pending a final determination of the property owner proceedings that underlie our claims,
We appealed this order to the Georgia Court of Appeals, which denied the appeal on procedural grounds. The
proceeding remains stayed pending developments in the various proceedings described above affecting the
rights-of-way of Mississippi Power Company, Gulf Power Company and Georgia Power Company used by us.

Item 4. Submission of Matters to a Vote of Security Holders.

There were no matters submitted to the vote of our security holders in the fourth quarter of 2006.
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PART n

Item 5. Market for Registrant’s Commou Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities.

Market for the Common Stock ’

The following table sets forth the high and low sale prices of the common, 'stock for each quarter of 2006 and
2005. Qur common stock was traded on the Nasdaq National Market from J anuary 1, 2005 through July 26,
2006, when our common stock was delisted from that market. Since that date, our common stock has traded in
the over-the-counter market, both through quotations in the National Quotation Bureau “Pink Sheets” and, since
October 20, 2006, on the OTC Bulletin Board under the symbol “ITCD.OB.” Sale prices before September 13,
2005, which was the effective date of the one-for-three reverse split of the common stock, have been adjusted to
reflect the reverse stock split as if it had become effective as of January 1, 2003.

2005. ] High Low

First QUAIIET ... v et e et et e 3549 3150
Second QUAMTET .. .. .uutr it e ittt it ean et 3.87 1.29
Third QUAMET . .. ..ottt ir e e e 3.51 1.84
FounhQuarter............._.............................T ..... 2.16 1.10
2008 | MHigh  Low
Fiest QUAMET . ...ttt e e e $1.50 $0.99
Second QUarter ... ... ... ... 1.95 0.87
ThirdQuarter . ...........vcvianennaennn. e 1.75 0.70
Fourth QUarter ... ...ttt ittt cc e iias e 2.80 1.65

On March 1, 2007, there were approximately 1,180 record holders of the common stock.

Dividend Policy : !

We have not declared or paid any cash dividends on our common stock and do not anticipate that we will
declare or pay cash dividends on the common stock in the foreseeable future. Future declaration and payment of
cash dividends, if any, on the common stock, Series A prefetred stock or Series B preferred stock will be
determined in light of factors deemed relevant by our board of directors, 1ncludmg our earnings, operations,
capital requirements and financial condition and restrictions in our financing agreements. Qur debt agreements
prohibit us from paying cash dividends on our capital stock. '

Effective as of the quarterly dividend period ended September 30, 2006, our board of directors suspended
indefinitely the quarterly payment of dividends on our Series A preferred stock and Series B preferred stock to
comply with provisions of the Delaware General Corporation Law that condition our payment of dividends on
compliance with specified financial tests. The dividends that would have been payable for the quarterly dividend
periods ended September 30, 2006 and December 31, 2006 would have totaled $404,000 and $412,000,
respectively, on the Series A preferred stock and $1.2 million and $1.2 million, respectively, on the Series B
preferred stock. For so long as the preferred stock remains outstanding, these unpaid amounts will accrue
dividends until paid. !

i

Our board of directors is not required to authorize the payment of dividends on our Series A or Series B
preferred stock. The determination to pay cash dividends on the Series A and Series B preferred stock is made at
the discretion of the board of directors and is subject to the existence of sufficient legally available funds. Under
the Delaware General Corporation Law, we may pay dividends on our capital stock only (1) out of our “surplus”
or (2) if we have no “surplus,” from our net profits for the fiscal year in which the dividends are declared or from
our net profits for the preceding fiscal year. Our “surplus™ is an amount equal to the present fair value of our total
assets, minus the present fair value of our total liabilities, minus our capital (which equals the aggregate par value
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of all of the outstanding shares of our common and preferred stock). We had a negative “‘surplus” as of
September 30, 2006 and December 31, 20006, as that term is defined under Delaware General Corporation Law,
and did not generate net profits in fiscal 2006 or for the nine months ended September 30, 2006.

The holders of the Series A and Series B preferred stock are entitled to receive, when, as and if declared by
our board of directors, out of funds legally available for this purpose, cumulative dividends payable quarterly at
the annual rate of 8% per share on the $100 liquidation preference per share of the preferred stock plus the
amount of any accrued and unpaid dividends for past quarterly dividend periods. Dividends may be paid to the
holders of the preferred stock by us, at our option, in cash, in shares of such series of the preferred stock, orin a
combination of cash and shares of such series of the preferred stock. From our initial issuance of the Series A
preferred stock on October 29, 2002 and our initial issuance of the Series B preferred stock on October 6, 2003,
we have paid all dividends on our preferred stock through the quarterly dividend period ended June 30, 2006 in
the form of payment-in-kind dividends of the same series of preferred stock. Each share of preferred stock issued
as a dividend is valued at $100 per share solely for purposes of determining the number of shares of preferred
stock to be issued as the dividend,

We generaily may not declare or pay dividends on our common stock or redeem, purchase or otherwise
acquire any common stock for any consideration unless we have paid all accrued and unpaid dividends with
respect to the preferred stock for all past dividend periods and the current dividend period or we have set apart
sufficient funds or shares of preferred stock for the payment of such dividends.

As of the date of the filing of this report, accrued and unpaid dividends totaled approximately $1.2 million
on the Series A preferred stock and approximately $3.7 million on the Series B preferred stock.

Stock Performance Graph

On October 29, 2002, in connection with the completion of our plan of reorganization under Chapter 11 of
the United States bankruptey code, all shares of our then outstanding common stock were canceled and we issued
approximately 14,583,000 shares of our new common stock. Each holder of shares of the formerly outstanding
common stock was entitled to receive such holder’s ratable proportion of a total of 118,500 shares of the new
common stock pursuant to the plan of reorganization. The graph and table set forth below show the cumulative
total stockholder return on our common stock compared to the Standard & Poor’s 500 Stock Index and the
Nasdaq Telecommunications Index, which is composed of stocks of publicly traded companies which are
principally in the telecommunications business, for the periods between Qctober 30, 2002, which was the initial
trading date of the new common stock, and December 29, 2006, which was the last trading day in 2006. The
graph assumes $100 was invested at the close of business on October 30, 2002 in { 1) the new common stock, (2)
the Standard & Poor’s 500 Stock Index and (3) the Nasdag Telecommunications Index. Total stockholder return
is measured by dividing total dividends, assuming dividend reinvestment, plus share price change for a period, by
the share price at the beginning of the measurement period.
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Company Index 2002 . 2002 2003 2004 2005 2006
ITC*DeltaCom, Inc. ....... $100.00 $ 77.67 $202.00 $:57.00 $ 14.00 $ 2833
S&P 500 Stock Index .. ... .. $100.00 $ 98.78 $124.84 $!36.06 $140.15 $159.23
Nasdaq Telecom Index ..... $100.00  $103.01 $173.82 $187.72 $174.18 $222.54
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Item 6. Selected Financial Data.

The following table sets forth ITCADeltaCom’s selected consolidated financial data. The selected operating
statement data for the year ended December 31, 2002 and the selected balance sheet data as of the end of such
period have been derived from ITC*DeltaCom’s audited consolidated financial statements. The selected
operating statement data for the periods from January 1, 2002 to October 29, 2002 and October 30, 2002 to
December 31, 2002 and the years ended December 31, 2003, 2004, 2005 and 2006, and the selected balance
sheet data at October 29, 2002, December 31, 2002, December 31, 2003, December 31, 2004 December 31, 2005
and December 31, 2006, have been derived from the consolidated financial statements that have been audited by
BDO Seidman, LLP, independent registered public accounting firm. The operating statement and balance sheet
data at and for the year ended December 31, 2002 have been separated into these two periods as a result of
ITCADeltaCom’s adoption, under AICPA Statement of Position 90-7, “Financial Reporting by Entities in
Reorganization Under the Bankruptcy Code,” of fresh start reporting on October 30, 2002, following its
emergence from Chapter 11 bankruptcy reorganization proceedings on October 29, 2002. The financial results at
and for the periods ended October 29, 2002 and December 31, 2002 are not comparable in certain respects to the
financial results for prior periods. ‘ '

You should read the selected financial data below together with “Management’s Discussion and Analysis of
Financial Condition and Results of Operations” and our audited consolidated financial statements, including the
notes thereto, appearing elsewhere in this report.

Snccessor Predecessor
Period from Period from
October 30, 2002 January 1, 2002
Vear Ended December 31, to December 31, to October 29,
2006 2005 2004 2003 2002 2002
(in thousands, except share and per share data)
Operating Statement Data:
Operating revenues:
Integrated communications services .. ... $ 381,766 § 414969 § 467629 $ 320675 $ 41,898 $ 200,341
Wholesale services . .................. 81,785 85,232 96,449 99,868 18,086 122,100
Equipment sales and related services . .. .. 24,089 20,200 19,549 . 41,023 5.585 30,456
Total operating revenues . ......... 487,640 520,401 583,627 461,566 65,569 352,897
Cost of services and equipment (exclusive of )
items shown separately below) ......... .. 244,278 268,123 290,923 230,844 30,021 164,920
Operating expenses:
Selling, operations and administration
CXPENSE . .\uvrvriaranir e 182,873 195,496 221,922 173,954 27,108 136,472
Depreciation and amortization . ... .... .. 59,832 53,187 87,108 63,393 9,002 105,696
Merger-related expenses .............. — 135 4,828 2,141 — —
Asset impairment loss(a) .........,.... — 13,373 203,971 — — 223
Total expenses .. ................ 486,983 530,314 808,752 470,332 66,131 407,311
Operating income (1058} ... ................ 657 (9,913} (225,125 (8,766) (562) (54,414)
TNIErest eXpense ... ...o.vvviinnnnniiianns (57,625} {40,508) (21,309) (15917 (2,350) (35,704)
Debt issuance cost write-off ............... — (3,948)
Interest and other income {expense), net . ... .. 3,509 3,520 (794) 344 216 60
Loss before reorganization items and income
BAXES .. it e e (53.459) (50,849)  (247,228) (24.339) (2,696) (90,058)
Reorganization items(b) .. ................. — — — — —_ 60,792
Income tax expense (benefit) ............... —, — — — — _—
Netloss ... ..uerviiinnniiiia s (53,459) (50,849)  (247,228) (24,339) (2,696) {25,266)
Preferred stock dividends and accretion{c) . . .. {7,445) (6,957) (9,345) (3,912) (514) (4,210)
Net loss applicable to common .
stockholders . ...................., $ (609048 (57.806)% (256,573)% (28.251) § (3,210 $ (33476
Basic and dituted net loss per common
share(b} ............ ... ... .. $ (325 % @Bans (147§ (1.82) $ (0.22) $ (L&)
Basic and diluted weighted average common
shares outstanding(b) . .................. 18,751,067 18,598,540 17426546 15,517,216 14,916,667 20,788,256
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Successor Predecessor

Period from Period from
October 30, 2002 January 1, 2002

Year Ended December3L, 5 Decermber 31, to October 29,
2006 2005 2004 2003 2002 2002
(in thousands, except share and per share data)

Balance Sheet Data (at period end):
Cash and cash equivalents

(unrestricted) .. ....... ..ol $ 67,643 $ 69,360 $ 16,599 § 50,099 § 30,554 $ 30231
Working capital (deficit) ............ 24009 44,806 (5,155) (6,835) 14,728 (5,860)
TOtal asSels .. vvvvinnverinnnnens , 435,582 456,758 463,973 745,053 553,520 754,243
Long-term liabilities ............... 338,512 322272 292,445 301,255 206,993 200,109
Liabilities subject to compromise(b) .. ° — — — i— — 538,147
Convertible redeemable preferred !

stock ....... e . 74,170 68473 61,633 55,007 24,525 63,691
Stockholders’ equity (deficit) ........ (91,039) (31,654) 3,643 240,713 237,245 - (139,209
Other Financial Data: H,
Capital expenditures ............... - 46,880 28,325 49,509 45,156 4916 29,784
Cash flows provided by operating S

activities ............... .0 .uns 28,676 28,449 28816 39,832 7,216 12,580
Cash flows used in investing :

activities ........ ... (46,913) (6,423) (60.856) (51,881) (4,916) (29,780)
Cash flows (used in} provided by , :

financing activities .............. 16,520 30,735 (1,460) 31,594 (1,977 6,388
EBITDA() .........ovvvvnnt. 61,320 41,789 (139,241) 54,627 8,440 111,785
(a) In 2005, ITCADeltaCom recorded asset impairment loss consisting of a write-down of impaired property,

(b)

(c)

(d)

plant and equipment of $7.2 million and a write-off of indefinite life intangibles of $6.2 million. In 2004,
ITCADeltaCom recorded asset impairment loss consisting of a write-down of impaired property, plant and
equipment of $199.9 million and a write-down of $4.0 million to its amortizable intangible customer base
asset. In 2002, ITCADeltaCom recorded asset impairment loss consisting of a write-down of impaired
property, plant and equipment of $223,000. See note 4 to ITCADeltaCom’s audited consolidated financial
statements appearing ¢lsewhere in this report for additional information about some of these write-downs.
On June 25, 2002, ITC*DeltaCom filed a voluntary petition for reorganization under Chapter 11 of the
United States bankruptcy code. The plan was confirmed on October 17, 2002 and became effective on
October 29, 2002. Accordingly, ITCADeltaCom reclassified its then-outstanding senior notes and
convertible subordinated notes, which were subject to compromise in the reorganization, as “liabilities
subject to compromise” before the effective date. Expenses related to the reorganization, such as
professional fees and administrative costs, are classified as “reorganization items.” On the reorganization
effective date, all shares of old common stock were canceled and new shares of common stock were issued.
Represents the payment of accrued dividends on preferred stock at an anniual rate of 8%. All such dividends
have been paid in additional shares of preferred stock valued solely for purposes of such dividends at $100
per share.

EBITDA represents net income (loss) before interest, taxes, depreciation and amortization. See
“Management’s Discussion and Analysis of Financial Condition and Results of Operations—Overview—
EBITDA Presentation” for our reasons for including EBITDA data in this report and for material limitations
with respect to the usefulness of this measure. The following table sets forth, for the periods indicated, a
quantitative reconciliation of the differences between EBITDA and net loss, as net loss is calculated in
accordance with generally accepted accounting principles: {
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Suoccessor Predecessor
Period from Period from

, : ! Year Ended December 31, Oct. 30,2002 to Jan. 1, 2002 to
2006 2005 2004 2003 Dec. 31,2002 Oct. 29, 2002
' . (in thousands)
Netloss ...............coviiviinn, $(53,459) $(50,849) $(247,223) $(24,339)  $(2,696)  $(29,266)
Add back non-EBITDA items included in
net loss: ]
Depreciation and amortization ... ... 59,832 53,187 87,108 63,393 9,002 103,690
Interest expense, net of interest ) :
INCOME ... .ovniiiiiinnn, 54947 39451 20,879 15,573 2,134 35,355
EBITDA ............. ... $:61,320 $ 41,789 $(139,241)$ 54,627  $ 8,440 $111,785

In 2002, ITCADeltaCom recorded a net gain of $60.8 million related to gain from the cancellation of
indebtedness and reorganization costs associated with the voluntary petition for reorganization under Chapter.11.
In 2003, ITC*DeltaCom recorded merger-related expenses of $2.1 million in connection with the acquisition of
BTI. In 2004, ITCADeltaCom recorded asset impairment loss consisting of a write-down of impaired property,
plant and equipment of $199.9 million and a write-down of $4.0 million to its amortizable intangible customer .
base asset, as well as merger-related expenses of $1.5 million in connection with the acquisition of BTI and
$3.3 million in connection with terminated mergers with two companies. In 2005, [ITCADeltaCom recorded asset
impairment loss consisting of a write-down of impaired property, plant and equipment of $7.2 million and a
write-off of indefinite-life intangibles of $6.2 million. See notes 3 and 4 to ITC*DeltaCom’s audited consolidated
financial statements appearing elsewhere in this report for additional information about some of these items.

*
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Item 7. Management's Discussion and Analysis of Financial Condition a:md Results of Operations. -

Overview |

b

General. We are one of the largest facilities-based competitive providers of integrated communications
. services, primarily to businesses, in our primary eight-state market, which encompasses Alabama, Florida,
Georgia, Louisiana, Mississippi, North Carolina, South Carolina and Tennessee. We deliver a comprehensive
suite of high-quality voice and data communications services, including local exchange, long distance, high-
speed or broadband communications, and Internet access connectivity, and sell customer premise cquipment to
our end-user customers. We offer these services primarily over our owned nelwork facilities and also use leased
network facilities to extend our market coverage. In addition, we own, operate ‘and manage an extensive fiber
optic network with significant transmission capacity that we use for our own voice and data traffic and
selectively setl to other communications providers on a wholesale basis. .

‘ }

As of December 31, 2006, we marketed and sold our integrated communications services through 44 branch

offices. As of the same date, our fiber optic network of 11,811 route miles extended from New York to Florida
and from Georgia to Texas and principally covered portions of our primary eight-state market.

On October 6, 2003, we completed our acquisition of BTI Telecom Corp., a facilities-based integrated
communications provider serving markeis in the southeastern United States. The inclusion of BTI's assets and
operations in our business since October 6, 2003 has contributed to a significant increase in the size of our
business. Before the acquisition, BTI was generating annualized operating revenues for 2003 in excess of $220
million, based on operating revenues of $56 million in the third quarter of 2003. We have integrated the
operations of BTI into our existing operations to achieve economies of scale from the consolidation of sales and
marketing, customer service, provisioning and installation, and information technology, purchasing, financial and
administrative functions.

During 2006, we focused on unprovmg our operating pertormance and enhanung our liquidity. As part of
these ongoing initiatives, we: '

» increased the number of our core, facilities-based retail busmcs-; lines in service (including both
UNE-T and UNE lines) by approximately 45,750 net lines, representing 18% growth over 2005, and
increased those lines as a percentage of total retail business lines in service from 68% to 75%;

+ reduced our cost of services and equipment as a percentage of total Ioperating revenues to 50% from
51.5% by eliminating excess costs from our network:

« added approximately 65 employees to our local retail sales force followmg the addition of
approximately 100 employees to our local retail sales force in 2005;

« reduced our selling, operations and administration expenses by 6. 5% from 2005 of which 3.9% of the
decline was attributable to executive severance and special consulting fees that were incurred in 2005
that were not incurred in 2006 and 2.6% resulted from improved collections of accounts receivable,
reductions in property taxes and reductions in non-sales personnel costs;

» improved our liguidity through the sale to institutional investors of $21 million principal amount of
first lien notes with the same terms and the same July 26, 2009 maturlly date as the first lien notes we

issued in connection with the refinancing of our senior secured indebtedness in July 2005.
I

Operating Revenues. We currently derive operating revenues from our offering of integrated
communications services, wholesale services and equipment sales and related services.

Integrated Communications Services. We deliver imegrated voice and (iala communications services to end
users on a retail basis. We refer to these services, which are described in more detail in this report under
“Business—Services—Integrated Communications Services,” as our “integrated communications” services.
Revenues from these services represented approximately 78% of our total operating revenues for 2006. We
derive most of our operating revenues from recurring monthly charges that are generated by these services. Over
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the past five years, we have generated an increasing percentage of our operating revenues from local services,
primarily local services provided under our interconnection agreements with other local telephone companies,
and from data and Internet services.

Long distance revenues accounted for approximately 13% of our total annual operating revenues in 2006,
which represented a decrease from 15% in 2005 as a result of a decline in total minutes used by our customers
and modest long distance rate decreases. We continued to increase the total of our long distance minutes of use
bundled within our local service product offering, which contributed to the decline in long distance revenues. We
expect that these conditions will continue to have a negative impact on our long distance services and revenues in
2007. :

We expect to continue expanding portions of our integrated communications services business. Although we
have experienced success in obtaining increased market share in the markets where we provide these services, we
generally do not expect that our integrated communications services will command a significant share of the
market for communications services in the southeastern United States. We conduct strategic reviews of the
profitability of all our service offerings and, as a result of these reviews, have increased our sales efforts in some
offerings and decreased our sales efforts in others. In 2007, we will continue to focus on development of our
more profitable markets and products.

The customer contracts for our integrated communications services provide for payment in arrears based on
minutes of use for switched services and payment in advance for local exchange, data and Internet services, or
payment for all services in advance based on a fixed fee agreement. The contracts generally provide that the
customer may terminate the affected services without penalty for specified outages in service and for other
defined causes. The contracts also typically provide that the customer must use at least a minimum dollar amount
of switched long distance services per month for the term of the contract. We also have begun to offer our
switched long distance services bundled together with some of our other integrated communications services
under agreements providing for a recurring fixed monthly fee and a specified maximum number of long distance
minutes of use. During 2006, there was some abatement in the trends of prior years toward declining market
prices.

Wholesale Services. We deliver wholesale communications services to other communications businesses,
We refer to these services as our “wholesale services.” Our wholesale services include regional communications
transmnission capacity over our fiber optic network, which we refer to as our “broadband transport” services, local
interconnection services to Internet service providers, operator and directory assistance services, and limited
amounts of switched termination services for other communications companies. Revenues from these services
represented approximately 17% of our total operating revenues for 2006 and are generated from sales to a limited
number of other communications companies.

We provide our broadband transport services to other communications companies on a “take or pay” basis,
on an individual circuit basis, or on a month-to-month basis after the initial term of the “take or pay” or
individual circuit contract has expired. We generally provide our broadband transport services under master lease
agreements that have terms ranging from one year to five years. Qur broadband transport customers then
purchase the amount of capacity they require from time to time under the terms specified in the master
agreements.

Broadband transport services also include commission revenues from the marketing, sale and management
of capacity on the portions of our network that are owned by utilities but managed and marketed by us.
Negligible incremental costs are associated with these commissions, because we use the same marketing and
sales force to service the utility-owned portions of the network that we use to service the owned portions of the
network. Our commission revenues from these arrangements amounted to approximately $5.7 million for 2004,
$3.9 million for 2005 and $3.5 million for 2006. See note 2 to our audited consolidated financial statements
appearing elsewhere in this report for additional information regarding these commissions.
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Broadband transport revenues were generally stable in the first three quam'ers of 2006. The decrease in these
revenues in the fourth quarter of 2006 resulted principally from action by other carriers to transfer traffic from
our network to unused portions of their own networks. ) ‘

We provide local interconnection services throughout our primary eight-state market to Internet service
providers that enable the customers of the Intemnet service providers to connect to their providers by dialing a
local number. To acquire these services, our customers interconnect to our network either by colocating their
communications equipment within one of our facilities or by purchasing our broadband transport services to
connect their remote equipment with our equipment. To provide the local dial tone to their customers, our
Internet service provider customers generally purchase primary rate interface, or PRI, circuits from us that are the
functional equivalent of approximately 23 local telephone lines. In connection with our provision of the local dial
tone, we generate revenues from sales of PRIs to the Intemet service providers and from reciprocal compensation
we receive from AT&T (following its acquisition of BellSouth) and other carriers that provide the local services
to the customers of the Internet service providers. We generated total local interconnection revenues of $7.6
million for 2006, which represented a reduction from revenues of $9.7 million for 2005 because of fewer PRI
circuits and lower reciprocal compensation revenues, as dial-up services by Internet service providers continue to
be replaced with broadband applications.

We sell nationwide directory assistance services to other communications providers. These communications
providers route directory assistance requests of their own customers to one or both of our operator services
centers that are located on our regional fiber optic network. The communications providers typically purchase
our broadband transport services to interconnect with our operator services centers. We also provide, on a
nationwide basis, enhanced assistance services such as movie listings, stock quotes, weather information,
horoscopes and yellow pages. Revenues from our operator and directory assistance services increased by 2% in
2006 over 2005. In the fourth quarter of 2006, these revenues declined 25%, or $647,000, from the preceding
quarter due to the loss of a significant customer whose contract expired in 2005.

|

We derived $2.1 million in other wholesale revenues in 2006 from the sale of limited amounts of switched
termination services for other communications companies. Because we are investing limited capital in this part of
our wholesale business, we expect that our revenues from these services in 2007 will decline from 2006 levels.

t

Equipment Sales and Related Servu.es We derive non-recurring revenues from selling, mstallmg and
providing maintenance sérvices for customer premise equipment. We refer to these services as our “equipment
sales and related services.” Revenues from these services represented approxlmately 5% of our total operating
revenues for 2006 and are primarily generated from sales to our integrated communications services customers.
We believe the relationships we have developed with these customers through non-recurring sales and the
infrastructure we have developed to support these sales has positioned us to expand our sales of recurring service
offerings to customers. '

No single customer represented over 10% of our total operating revenues for 2006, 2005 or 2004

Operating Expenses. Our principal operating expenses consist of cost of services and equipment, selling,
operations and administration expense, and depreciation and amortization. Our cost of services as a percentage of
revenues decreased in 2006 as a result of our initiatives to groom our network facilities to eliminate excess costs
and introduce new service offerings. We were successful in reducing our selling, operations and administration
expense in 2006 through continued focus on controlling administrative and maintenance costs. Our depreciation
and amortization expense increased in 2006 as a result of our expenditures in’ 12006 to acquire new customers.

Cost of Services and Equipment. We currently provide our integrated communications services by using our
network facilities and by reselling the services of other telephone companies. ‘Cost of services related 1o our -
integrated communications services consists primarily of access charges and local facility charges that we are -
required 10 pay to other telephone companies when we use a portion of their network or facilities in providing
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services to our customers, as well as charges that we are required to pay (o other telephone companies when they
originate, ferminate or transport messages sent by our customers. Cost of services and equipment related to our
equipment sales include materials and costs of third-party contract personnel and direct labor costs.

The provision of local services over our network generally reduces the amounts we would otherwise be
required to pay to other telephone companies to use their networks and facilities in order to provide local
services. Beginning in the second quarter of 2005 and continuing through 2006, we undertook a variety of
significant cost-saving initiatives, including renegotiation of our contracts with other carriers, implementation of
new DS1 and DS0 central office colocations with BellSouth, use of alternative local providers, and least-cost
routing of interexchange carrier calls.

i

We will continue to pursue a number of initiatives in 2007 targeted at reducing our exposure under the
FCC’s Triennial Review Remand Order and overall cost of services. We continue to assess the implications for
our existing and future cost of services of recent FCC action that significantly limits UNE-P and availability of
UNE elements as a provisioning alternative. Qur cost of services increased by over $600,000 per month after the
March 10, 2006 implementation date of the Triennial Review Remand Order. By December 2006, we had
successfully limited the monthly impact of the TRRO on our cost of services to less than $400,000. Because of
uncertainties relating to our future customer base, we are unable to estimate with certainty the long-term impact
of the TRRO on our cost of services after 2007.

Our cost of services also includes charges for labor and inventory sold related to our sale, installation and
repair of telephone systems and related equipment.

Cost of services related to our broadband transport services includes substantially all fixed costs attributable
to the leasing of intercity fiber under long-term operating leases and the leasing of intracity capacity to meet
customer requirements within each of our markets.

Direct cost of services related to local interconnection services is not significant, The cost of services related
to our directory assistance revenues are primarily represented by the cost of the listing and enhanced data, which
we purchase from a third party primarily at variable rates. Because our wholesale services generally have
significantly lower cost of services than our integrated communications and other services, our consolidated cost
of services, as a percentage of our operating revenues, has been adversely affected because the percentage of our
operating revenues provided by our wholesale services has declined,

Selling, Operations and Administration Expense. Selling, operations and administration expense consists of
expenses of selling and marketing, field personne] engaged in direct network maintenance and monitoring,
customer service and corporate administration. Our overall selling, operations and administration expense
decreased approximately $26.5 million in 2005, primarily as the result of restructuring efforts we initiated in
December 2004. We achieved further reductions in 2006 totaling $§2.6 miilion in our overall selling, operations
and administration expense primarily because we incurred no executive severance cost and special consulting
fees, which totaled $7.8 million in 2005. In addition, we realized $4.8 million of savings in selling, operations
and administration expense from reductions in compensation and benefits cost resulting from the restructuring
we inittated in December 2004, improved collections of accounts receivables, and decreased property taxes.
These reductions were offset in part by an increase in the cost of professional services. We expect a modest
increase in selling, operations and administration expense in 2007 as we support growth in our integrated
services revenues and as we invest in the development of customer service systems,

-

Asset Revaluarions and Reorganization. Beginning in December 2004, we considered the following factors
as evidencing the necessity of an impairment review: underperformance of our assets relative to expected
historical and projected future operating results; significant negative industry trends; a significant decline in our
common stock price for a sustained period; and our markel capitalization relative 10 net book value. For purposes
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of our lmpalrment review, we identified, as two separate asset groups with 1dent1ﬁable cash flows, (1) our ‘retail
group,” which consists of those assets and liabilities associated with servicing our retail customer base, and

(2) our “wholesale group.” which consists of those assets and liabilities associated with servicing our wholesale
customer base. We determined that the sum of the expected future cash flows \i'as less than the carrying amount
of the retail long-lived asset group, including intangibles, and recognized in lhc fourth quarter of 2004 an
impairment loss of $199.9 million to our property, plant and equipment and an -impairment loss of $4.0 million to
our amortizable intangible customer base asset, equal to the excess of the carrymg amount of the assets over their
fair value in accordance with Statement of Financial Accounting Standards, or,SFAS, No.144. The audit
committee of our board of directors concluded on March 25, 2005 that such a charge was required. The asset
impairment had no significant impact on our 2004 depreciation and amortizatibn expense and reduced
depreciation and amortization expense in 2005 by approximately $34.0 mllllOﬂ on an annual basis. The book
value of our net intangible assets, long- -lived assets and goodwill decreased to $362 9 million at December 31,
2004 from $603.8 million at December 31 2003.

In evalu'\tmg the underperrormance of our assets and negative industry tr{ends in our impairment review, we

took account of the following tactors, among others: .
|
« the effect of intensifying cnmpetiiion on our integrated communications services business, which has

contributed to hlgher customer attrition rates and customer contract renewals on less fa\'orable terms;

« the negative 1mp¢1ct of pricing pressure, network overcapacity and serv1ce cancellations on our
wholesale services business, and the disproportionate effect of declmee in this business on our
operaung results due to the hlgher gross margins associated with wholesale services; and

¢ changes in government regulatlon that have been harmful (o our business, including the increase in our
cost of services we expected would result from the FCC's order llmmng the number and lypes of
unbundled network elements that mcumbenl carriers must make available to us.

In October 2005, we reviewed propeny and equipment for impairment in view of our projected future .
operating results to evaluate whether changes in circumstances indicated that;the carrying amount of our assets
might not be recoverable. For our asset groups, we determined that the sum of the expected future cash flows was
greater than the carrying amount of the long-lived asset groups, and therefore that the asset groups were not
impaired except for certain céntral office switching assets within our retail group that were identified with a
carrying amount greater than their expected future cash flows. Consequénlly,!we recognized an impairment loss
of $7.2 million to our property, plant and equipment in the fourth quarter of 2005. which is included in our,
audited consolidated statements of operations for 2005 appearing elsewhere i'n this report

We had ideniified our trade names as indefinite-life non-amortizable intangible assets. In the third quarter of
2005, we discontinued use of our BTI trade name and recognized an impairnﬁent loss of $600,000, which was the
amount by which the asset's book value exceeded its fair value. In the fourth quarter of 2005, we determined to
discontinue future use of our ITCADeltaCom trade name as soon as the new trade name could be determined, and |
recognized an impairment loss of $5.6 million, which was the amount by which the asset’s book value exceeded ‘
its fair value. These impairment losses are included in our audited consolidated statements of operations for 2005
appearing elsewhere in this report. ‘ i

We conducted an annual review of our long-lived assets (property and équipment and finite-lived intangible
assets), in conjunction with our current business plans and operating trends in the third quarter of 2006 for
possible impairment of those assets. Based upon this review and an evaluation of our current and projected
results of aperating performance, we concluded that our long-lived assets associated with our two separate asset
groups were not impaired as of December 31, 2006. We will continue to assess our assets for impairment as
evenls occur or as industry conditions warrant. .

Depreciation and Amortization. Our depreciation and amortization expi:nse increased $23.7 million to $87.1
million in 2004 from $63.4 million priinarily as a result of the BTI acquisili{)n. In December 2004, we
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recognized an impairment loss of $199.9 million to our property, plant and equipment and an impairment loss of
$4.0 million to our amortizable intangible customer base asset. The asset impairment had no impact on our 2004
depreciation and amortization expense, but resulted in a decrease of $34.0 million in depreciation and
amortization expense in 2005 from 2004. In December 2005, we recognized an impairment loss of $7.2 million
to our property, plant and equipment. This last asset impairment had no impact on our 2005 depreciation and
amortization expense. For more information aboiit the effects of the foregoing actions on our depreciation and
amortization expense, see notes 4, 5 and 6 to our audited consolidated financial statements appearing elsewhere
in this report. .

EBITDA Presentation. EBITDA represents net income (loss) before interest, taxes, depreciation and
amortization. EBITDA is not a measurement of financial performance under accounting principles generally
accepted in the United States, or GAAP. We have included data with respect to EBITDA because our
management evaluates and projects the performance of our business using several measures, including EBITDA.
Management considers EBITDA to be an important supplemental indicator of our operating performance,
particularly as compared to the operating performance of our competitors, because this measure eliminates many
differences among companies in financial, capitalization and tax structures, capital investment cycles and ages of
related assets, as well as some recurring non-cash and non-operating supplemental information to investors
regarding our operating performance, and facilitates comparisons by investors between the operating
performance of our company and the operating performance of our competitors. Our management believes that
consideration of EBITDA should be supplemental, because EBITDA has limitations as an analytical financial
measure. These limitations include the following:

+ EBITDA does not reflect our cash expenditures, or future requirements for capital expenditures, or
contractual commitments;

* EBITDA does not reflect the interest expense, or the cash requirements necessary to service interest or
principal payments, on our indebtedness;

+ although depreciation and amortization are non-cash charges, the assets being depreciated and °
amertized will often have to be replaced in the future, and EBITDA does not reflect any cash
requirements for such replacements;

« EBITDA does not reflect the effect of carnings or charges resulting from matters our management
considers not to be indicative of our ongoing operations; and

* not all of the companies in our industry may calculate EBITDA in the same manner in which our
company calculates EBITDA, which limits its usefulness as a comparative measure.

Our management compensates for these limitations by relying primarily on our GAAP results to evaluate
our operating performance and by considering independently the economic effects of the foregoing items that are
not reflected in EBITDA. As a result of these limitations, EBITDA should not be considered as an alternative to
net income (loss), as calculated in accordance with GAAP, as a measure of operating performance, nor should it
be considered as an alternative to cash flows, as calculated in accordance with GAAP, as a measure of liquidity.




Information About Our Business

{
The following table presents information about our operating revenues and about the telephone access lines

. - [ . .
we installed for and sold to our customers who purchase our integrated communications services and our
wholesale services. i

; Year Ended December 31,
2006 2005 2004
? (dollars in theusands)
Integrated communications SEIVICES TEVEMUES . ... ... ..coviiitinrernan.. « $381,766 $414,969 $467,629
Equipment sales and related servicesrevenues . ........... .. ..., | 24,089 20,200 19,549
Wholesale services revenues:
Broadband transport . .. .....ottt e ' 59,281 59,995 63,472
Local Interconnection .. ....ovt vt ie e renirir e ieeeaans . 1,573 9,720 13,572
Directory assistance and operator services . .................. ... 9,856 9,651 9,557
Other . .o e e ' 5,075 5,866 9,848
Total wholesale servicesrevenues . ... ................ccuo... ; 81,785 85,232 96,449
Total Operating reVenues . ............cceeeeeereeenrreeen.. $487,640 $520,401 3$583,627
Access line information(1): '
Integrated communications services linesinstalled . ................. " 394842 367,220 382,718
Wholesale services lines installed(2} .................... ... ...t ‘ 47,702 62,606 61,801
Total lines installed . ....... FE © 442,544 429826 444,519

(1) Reported net of lines disconnected or canceled. Excludes lines installed in connection with sales of our
residential GrapeVine product, which we ceased to offer as of November.1, 2005.
(2) Represents primary rate interface circuits provided as part of our local interconnection services for Internet
service providers. ‘ i

Results of Operations '
2006 Compared to 2005 .

Operating Revenues. Total operating revenues decreased $32.8 million, or 6.3%, from $520.4 million for
2005 to $487.6 million for 2006.

Operating revenues from our integrated communications services for 2006 decreased $33.2 million, or 8%,
to $381.8 million from $415.0 million for 2005. The decrease in revenues from our integrated communications
services resulted from a decrease of $15.2 million related to our decision to discontinue selling certain non-core
products and services, a decrease of $16.8 million in revenues from long distance services and a decrease of $6.8
million in enhanced data revenues. These decreases were offset in part by a $3.8 million increase in local service
and bundled revenues and a $1.8 million increase in revenues generated by access billings to other carriers as a
result of the net increase in the number of our local lines. Our decision to focus on selling products and recurring
services with higher gross margins and to eliminate some higher cost products and services caused a decline in
the following components of revenue: '

¢ adecrease of $6.7 million in revenues as the result of our strategic decision to discontinue selling
UNE-P services to residential customers through our residential GrapeVine product in November 2005;
and ‘

« adecrease of $8.5 million in colocation revenues as the result of the sale on September 1, 2005 of our
e*deltacom data center in Suwannee, Georgia, whose service offerings historically did not generate
positive cash flow. .
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Long distance revenues decreased to approximately 13% of our total operating revenues in 2006 from 15%
of our total operating revenues in 2005 as a result of a 12% decrease in total minotes used by our customers
combined with modest long distance rate decreases. We continued to increase the total of our long distance
minutes of use bundled within our local service product offering, which also contributed to the decline in long
distance revenues. We also expertenced increased competition from VolP and wireless competitive offerings. We
expect additional declines in our revenues from long distance services in 2007 primarily because we will
continue to emphasize other service offerings that generate fixed monthly recurring service charges.

Qur local services revenues from recurring monthly charges continued to increase as a percentage of total
revenues derived from integrated communications services. Revenues from our bundled service offerings in 2006
increased to 61% of total integrated communications services revenues in 2006 from 55% in 2005. When we sell
4 bundled product with fixed monthly recurring charges that include long distance minutes and data services
together with local services, we attribute all of the revenues from this product to local services. Our local services
revenues in 2006 increased as a result of a net increase in billable lines of 7.5% at December 31, 2006 from
December 31, 2005 as a result of sales to new customers and improved customer retention. We have continued to
experience downward pricing pressure on our local services revenues as we renew contracts with existing
customers, although we did not have to extend rate reductions in the second half of 2006 to the same extent as in
recent prior periods.

The increase of $1.8 million in revenues generated by access billings 10 other carriers was primarily
attributable to the net increase in our local lines.

Operating revenues from our wholesale services for 2006 decreased $3.4 million, or 4.0%, to $81.8 million
from $85.2 million for 2005. The decrease was attributable to a decline in brozdband transport services revenues of
$715,000, which resulted from action by other carriers to transfer traffic from our network to unused portions of
their own networks in the fourth quarter of 2006, and from decreased commission revenues from the marketing, sale
and management of capacity on the portions of our network (hat are owned by utilities but managed and marketed
by us. Local interconnection lines installed decreased by 23.8% from 62,606 at December 31, 2005 to 47,702 at
December 31, 2006, resulting in a decrease of $2.1 million in local interconnection revenues associated with the
dial-up Internet access business. Revenues from our operator and directory assistance services increased by 2% in
2006 over 2005, but declined by 25%, or $647,000, in the fourth quarter of 2006 from the preceding quarter due to
the loss of a significant customer whose contract expired in 2005.

Operating revenues from communication equipment sales and related services for 2006 increased $3.9
million, or 19.3%, to $24.1 million from $20.2 miflion for 2005. The increase was attributable to increased
demand by our customers to purchase more of their communications services from their primary service provider
and an increase in the number of sales personnel experienced in marketing these services.

Cost of Services and Equipment. Total cost of services and equipment for 2006 totaled $244.3 million, or
50.0% of 1otal operating revenues, which for 2006 represented a decrease of $23.8 million from total cost of
services and equipment of $268.1 million, or 51.5% of total operating revenues, for 2005. The decrease was offset
in part by cost increases of $5.7 million as a result of the Triennial Review Remand Order and an increase of $2.5
million in costs related to revenues for equipment sales and related services. The decrease in the cost of providing
integrated communications services and wholesale services was attributable to our initiatives to reduce the amount
we pay other telephone companies to use their networks and facilities and in part to the reduction in services, such
as long distance services, purchased by our customers and the elimination of costs associated with discontinued
UNE-P services to residential customers and e*deltacom data center revenues, Beginning in the second quarter of
2005 and continuing through 2006, we undertook a variety of significant cost-saving initiatives, including
renegotiation of our contracts with other carriers, implementation of new DS1 and DS0 central office colocations
with BellSouth, use of alternative local providers, and least-cost routing of interexchange carrier calls.

The cost of services and equipment associated with equipment sales and related services revenues increased
from 2005 to 2006 by 3.6% due to an increase in the average amount of individual sales. .
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Selling, Operations and Administration Expense. Total selling, operations and administration expense
decreased $12.6 million to $182.9 miltion, or 37.5% of total operating revenues, for 2006 from $195.5 million, or
37.6% of total operating revenues, for 2005. Total selling, operations and administration expense for 2005 -
included $4.1 miltion of executive severance cost, $600.000 of stock-based executive severance cost and $3 1
million of special consulting fees we incurred to facilitate the restructuring of our operations in the first six
months of 2005. Excluding such executive severance costs and special consulting fees, selling, operations and
administration expense decreased $4.8 million, or 2.6%, in 2006 from 2005. The decrease was primarily
attributable to action we took in December 2004 to reduce personnel, which resulted in a $3.3 million reduction
in compensation and benefits cost. The effect of this reduction was offset in part by $501,000 of expense we
incurred in paying termination benefits for severance, retention and relocation related to our plan initiated in
December 2005 to close some financial and network service functions in our former headquarters location in
West Point, Georgia, and to relocate those business activities to our other locatlons in Huntsville and Anniston,
Alabama. In 2006, improved collections of accounts receivable and reductions in property taxes contributed $3.6
million and $1.7 million, respectively, to-a reduction in selling, operations and administration expense. These
reductions were offset in part by an increase in the cost of professional services. While achieving these overall
reductions in selling, operations and administration expense. we increased our,investment in our sales force by
adding approximately 65 employees to our local retail sales force in addition to approximately 100 we added in
2005. In 2006, as in 2003, the costs associated with the expansion of our sales ‘force partially offset the savings
we realized from the reduction in force we implemented as part of the December 2004 restructuring.

Depreciation and Amortization. Total depreciation and amortization expense increased $6.6 million to
$59.8 million for 2006 from $53.2 million for 2005, as a result of the capital expendltureq we made in 2006
primarily to acquire new customers. ,

Interest Expense. Total interest expense increased $17.1 million to $57.6 million for 2006 from $40.5
million for 2005. The increase was primarily attributable to an increase in the weighted average interest rates that
accrued on our outstanding borrowings. The increase was also attributable to higher average balances of
outstanding borrowings resulting from our March 2005 restructuring, in which we incurred $20.0 miilion in
additional borrowings, our July 2005 refinancing, in which we incurred $35.0 million in additional borrowings,
and the additional first lien borrowings of $21.0 million we incurred in Novernber 2006. At December 31, 2006,
our overall weighted average annual interest rate, including debt discount and excluding deferred financing costs,
was 15.6% compared to 13.4% at December 31, 2005, Of our interest expense for 2006 and 2005, we paid
in-kind interest of $6.6 million in 2006, compared to $2.5 million in 2005. Interest expense resulting from the
amortization of debt discount and debt issuance costs increased $2.7 miltion from $5.2 million in 2005 to $7.9
million in 2006. ‘ ’

Interest Income. Total interest income, from the temporary investment of available cash balances increased
$1.6 million to $2.7 million tor 2006 from $1.1 million for 2005.

EBITDA. EBITDA represents net income (loss) before interest, taxes, depreciation and amortization. The
following table presents EBITDA amounts for 2006 and 2005. The table also sets forth for these periods a
quantitative reconciliation of the differences between EBITDA and net loss, as net loss is calculated in
accordance with GAAP. '

Year Ended December 31,

: 2006 2005
. ' (in thousands)
NELLOSS o o ottt et e e e e e e e $(53,459)  $(50,849)
Add back non-EBITDA items included in net loss:
Depreciation and amortization . ............ .. ... . oL U, . 59,832 53,187
Interest expense, net of interestincome . . ............... .. ... ..., e 54,947 39 451
EBITDA ...\ oieieeeeann, e RN S $61320  $41,789




EBITDA in 2006 included $501,000 in expense of termination benefits for severance, retention and
relocation related to our plan initiated in December 2005 to close and relocate some financial and network
service functions in our former headquarters location in West Point, Georgia. In 2005, EBITDA included an asset
impairment loss of $13.4 million that consisted of a write-down of $7.2 million of impaired property, plant and
equipment and a write-down of $6.2 million of non-amortizable trade name intangible assets. EBITDA in 2005
also included a $3.9 million write-off of debt issuance cost, $4.7 million of executive severance cost, and $3.1
million of special consulting fees we incurred to facilitate the restructuring of our operations.

2005 Compared to 2004

Operating Revenues. Total operating revenues decreased $63.2 million, or 10.8%, from $583.6 miltion for
2004 to $520.4 mitlion for 2005. '

Operating revenues from our integrated communications services for 2005 decreased $52.6 million, or
11.2 %, to $415.0 million from $467.6 million for 2004. The decrease in revenues from our integrated
communications services resulted from a decrease of $23.1 million in revenues from long distance services, a
decrease of $5.2 million in revenues generated by access billings to other carriers, and a decrease of $8.7 million
in enhanced data revenues. The revenue decreases resulted in part from our strategy to focus on selling products
and recurring services with higher gross margins and to eliminate some higher cost products and services. This
strategy contributed to a decline in the following components of revenue:

* adecrease of $8.3 million in revenues as the result of our strategic decision to discontinue selling
UNE-P services to residential customers through our residential GrapeVine product;

* adecrease of $5.3 million in revenues as the result of the termination of our satellite capacity services
offerings; and

* adecrease of $1.0 million in colocation revenues as the result of the sale on September 1, 2005 of our
edeltacom data center in Suwannee, Georgia, whose service offerings historically did not generate
positive cash flow. :

Our long distance rates, which at December 31, 2005 were less than 2% lower than at December 31, 2004,
stabilized during 2005. Our long distance services, however, were negatively affected in 2005 by continuing
competitive pressures to bundle long distance minutes of use within local service product offerings. Our existing
base of business long distance minutes is also subject to increasing competition from both VoIP and wireless
competitive offerings. From the fourth quarter 2004 through the fourth quarter of 2003, we experienced a loss of
8% in long distance minutes of use. We expect that these negative trends in long distance revenues will persist
during 2006, primarily because we will continue to emphasize other service offerings that generate fixed monthly
recurring service charges.

Cur local services revenues from recurring monthly charges continued to increase as a percentage of total
revenues derived from integrated communications services. Revenues from our bundled service offerings in 2005
increased to 55% of total integrated communications services revenues in 2005 from 49% in 2004, When we sell
a bundled product with fixed monthly recurring charges that include long distance minutes and data services
together with local services, we attribute all of the revenues from this product to local services. Qur local services
revenues in 2005 were adversely affected by a 4% net decrease in billable lines at December 31, 2005 from
December 31, 2004 primarily as a result of our loss of some BTI local services customers who were not subject
to term contracts. We expect to continue experiencing downward pricing pressure on our local services revenues,
particularly as we seek to renew contracts with existing customers who entered into those contracts in the
preceding two or three years.

The decrease of $5.2 million in revenues generated by access billings to other carriers was primarily
attributable to an FCC-mandated reduction in rates that became effective on June 21, 2004. Principally as a result
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of the rate reduction, carrier access revenues in the first six months of 2005 decreased by $3.9 million from the
first six months of 2004.

]
'

Operating revenues from our wholesale services for 2005 decreased $1 1.2 million, or 11.6%, to $85.2
million from $96.4 million for 2004. The decrease was attributable to a decline in broadband transport services
revenues of $3.5 million, which resuited from downward pricing pressure and the limited capital investment we
have allocated to support these services. Although local interconnection lines installed increased by 1% from
61,801 at December 31, 2004 to 62,606 at December 31, 2005, local interconnection revenues decreased $3.9
million as the result of this pricing pressure and intensifying competition in the dial-up Internet access business.
We also experienced a loss of $2.2 million in other wholesale revenues from the termination of some services to
a customer provided under unfavorable pricing terms. We experienced a 1% growth in our wholesale operator
and director assistance revenues in 2005.

Operating revenues from communication equipment sales and related services for 2005 increased $700,000,
or 3.3%, to $20.2 million from $19.5 million for 2004. The increase was attributable to demand by our customers
to purchase more of their communications services from their primary service provider.

Cost of Services and Equipment. Total cost of services and equipment of $268.1 million, or 51.5% of total
operating revenues, for 2005 represented a decrease of $22.8 million from total cost of services and equipment of
$290.9 million, or 50.0% of total operating revenues, for 2004. Of the decrease for 2005, the cost of providing
integrated communications services declined $20.8 million and the cost of providing wholesale services declined
$2.4 million. The decrease was slightly offset by an increase of $400,000 in costs related to revenues for
equipment sales and related services. The decrease in the cost of providing int;egrated communications services
and wholesale services was attributable in part to the reduction in services, such as long distance, purchased by
customers, as well as the result of our initiatives to reduce the amount we pay other telephone companies to use
their networks and facilities. During 2005, we undertook a variety of significant cost-saving initiatives, including
rencgotiation of our contracts with other carriers, implementation of new DS1,and DSC BeliSouth central office
colocations, and use of alternative local providers, least-cost routing of interexchange carrier calls and audits of
in-service circuits.

The cost of services and equipment as a percentage of integrated. commumcauons services revenues
increased approximately 2% from 2004 to 2005 due to a reduction in average Tevenue per access line. The effect
of this reduction was partially offset by our cost-savings initiatives. The cost of services and equipment as a
percentage of wholesale services revenues and equipment sales and related services revenues remained constant
from 2004 to 2005. ' o

Selling, Operations and Administration Expense. Total selling, operations and administration expense
decreased $26.4 million to $195.5 million, or 37.6% of total operating revenues, for 2005 from $221.9 million, or
38.0% of 1otal operating revenues, for 2004. Total selling, operations and administration expense for 2005
included $4.1 million of executive severance cost, $600,000 of stock-based execulive severance cost and $3.1
million of special consulting fees we incurred to facilitate the restructuring of our operations in the first six
months of 2005. Excluding such executive severance costs and special consulting fees, selling, operations and
administration expense decreased $34.2 million in 2005, or 15.5%, from 2004. The decrease was primarily
attributable to our action in December 2004 to initiate a reduction in personnel and other selling, operations and
administration expense to better align our cost structure with our existing revenue performance. We recorded a
restructuring charge of $1.6 million during the fourth quarter of 2004 in connection with this reduction in force.
During 2005, as a result of the December 2004 restructuring and our continuing focus on operating efficiencies,
we reduced compensation costs by $21.9 million, or $26.0 million excluding executive severance costs,
maintenance and facilities costs by $5.9 million and other selling, operations and administration expense,
including operating taxes, professional fees and advertising costs, by $5.0 million. While achieving these overall
reductions in selling, operations and-administration expense, we increased our investment in our sales force by
adding approximately 100 employees to our local retail sales force. The costs;associated with the expansion of
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our sales force partially offset the savings we realized from the reduction in force we implemented as part of the
December 2004 restructuring.

In December 2005, we implemented a plan to close some financial and network service functions in our
former headquarters location in West Point, Georgia, and to relocate those business activities (o our other
locations in Huntsville and Anniston, Alabama. Approximately 65 employee positions are being relocated under .
the plan. The plan was adopted for the purpose of reorganizing the affected functions to enhance the focus of our
operations. In connection with the plan, we paid and recognized expense of $111,000 of termination benefits for
severance, retention and relocation in 2005 and we expect to incur and recognize over the future service period
approximately $700,000 of such termination benefits in 2006.

Depreciation and Amortization. Total depreciation and amortization expense decreased $33.9 million to
$53.2 million for 2005 from $87.1 million for 2004, primarily as a result of the write-down of our propeny, plant
and eqmpment and amortizable intangible customer base assets in Decembf T 2004.

Asset Impairment Loss. We incurred asset impairment losses totaling $13.4 million during 2005 and
$203.9 million during 2004. As described above under “Qverview,” the charges for 2005 and for 2004 were
primarily attributable to our write-down of impaired property, plant and equipment assets for 2005 and 2004,
non-amottizable indefinite-life intangible assets for 2005, and amortizable intangible customer base assets for
2004, ‘ ‘ '

Interest Expense. Total interest expense increased $19.2 million to $44.5 million for 2005 from
$21.3 million for 2004. The increase was primarily attributable to higher average balances of outstanding
borrowings resulting from our March 2005 restructuring, in which we incurred $20.0 million in additional
borrowings, and our July 2005 refinancing, in which we incurred $35.0 million in additional borrowings. The
increase was also attributable to an increase in the weighted average interest rates that accrued on our outstanding
borrowings. Our weighted average annual interest rate increased by 1.9% to 9.1% as a result of our March 2005
restructuring and by 3.2% to 12.3% as a result of our July 2005 refinancing.

Interest Income, Total interest income from the temporary investment of available cash balances increased
$670,000 to $1.1 miltion for 2005 from $430,000 for 2004.

EBITDA. EBITDA represents net income {loss) before interest, taxes, depreciation and amortization. The
following table presents EBITDA amounts for the years ended December 31, 2004 and 2005. The table also sets

“forth for these periods a quantitative reconciliation of the differences between EBITDA and net loss, as net loss

is calculated in accordance with GAAP. ,

Year Ended December 3,

. ) ‘ ' C 2005 2004
' ) . (in thousands)
Netdoss ..o $(50,849) $(247,228)
Add back non-EBITDA items included in net loss: -
"Depreciation and amortization ... . ... ..... .. ... 53,187 -87.108
Interest expense, net of interest income :......................... 39451 20,879
EBITDA ................ U L. e $41,789  $(139,241)

In 2005, EBITDA included an asset impairment loss of $13.4 million that consisted of a write-down of
$7.2 million of impaired property, plant and equipment and a write-down of $6.2 million of non-amortizable
trade name intangible assets. EBITDA in 2003 also included a $3.9 million write-off of debt issuance cost,
$4.7 million of executive severance cost, and $3.1 million of special consulting fees we incurred to facilitate the
restructuring of our operations. Our negative EBITDA in 2004 was attributable to our asset impairment loss,
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which consisted of a write-down of $199.9 million of impaired property, plant'and equipment and a write-down
of $4.0 million to our amortizable intangible customer base asset. In addition, our EBITDA in 2004 reflected a
$1.5 million charge related to a private offering of senior notes that was wuhdrawn and to $3.3 million of
merger-related expenses we incurred in connection with the termination of our proposed mergers with two
companies in 2004. - ‘

Critical Accounting Policies, Estimates, Risks and Uncertainties

Our audited consolidated financial statements are prepared in accordance with generally accepted
accounting principles, which require us to make estimates and assumptions. We believe that, of our significant
accounting policies described in note 2 to the audited consolidated financial statements appearing elsewhere in
this report, the following policies may involve a higher degree of judgment and complexity.

" The policies discussed below are not intended to constitute a comprehenswe list of all of our accounting
policies. In many cases, the accounting treatment of a particular transaction is specnﬁcally dictated by generally
accepted accounting principles, with no need for us to judge their application. "There are also areas in which our
judgment in selecting any available alternative would not produce a materially different result. See our audited
consolidated financial statements and related notes appearing elsewhere in lhlS report, which contain accounting
policies and other disclosures required by generally accepted accountmg pnncnples

Revenue Recognition. We generale recurring or multi-year operating revenues, as well as non-recurring
operating revenues. We recognize operaling revenues as services are rendered to customers in accordance with
SEC Staff A¢counting Bulletin, or SAB, No. 104, “Revenue Recognition,” which requires that the following four
basic criteria must be satisfied before revenues can be recognized: ;

» there is persuasive evidence that an arrangement exists; '
+ delivery has occurred or services rendered;
+ the fee is fixed and determinable; and |

* collectibility is reasonably assured.

We base our determination of the third and fourth criteria above on our judgment regarding the fixed nature
of the fees we have charged for the services rendered and products delivered, and the prospects that those fees
will be collected. If changes in conditions should cause us to determine that these criteria likely will not be met
for future transactions, revenue recognized for any reporting period could be materially adversely affected.

We generate recurring revenues from our integrated communications services and our wholesale services.
Revenues from these sources are recognized as services are provided. Advance billings or cash payments
received in advance of services pertormed are recorded as deferred revenue. |

,:, '

We generale non-recurring | rcvenues from our equipment sales and relaled services. Revenues from these
sources are recognized upon mstallauon or as services are performed. Non- -recurring revenues such as the sale of
telephone systems may be part uf multiple element arrangements. We estimate the fair value of the separate
elements of a multiple element arrangemcnl and recognize revenues for any separate element that has been
delivered only after all of the remammg separate elements of the multiple elemenl arrangement have been
delivered. sg

We recognize some revcnues‘s het as an agent versus gross as principal. {Vc apply the guidance provided in
Emerging Issues Task Force lssue; 199-19, “Reporting Revenue Gross as Principal Versus Net as an Agent,”
classify and record such amounts. We recorded revenues net as an agent of $5.7 million during 2004, $3.9
million during 2005 -and $3.5 million during 2006. See note 2 to our audited consolidated financial statements

appearing elsewhere in this.report for additional information regarding reveriues we recognize net as an agent.
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Allowance for Doubtful Accounts. We record an allowance for doubtful accounts based on specifically
identified amounts that we believe will ultimately prove to be uncollectible. We also use estimates based on our
aged receivables to determine an additional allowance for bad debts. These estimates are based on our historical
collection experience, current trends, credit policy and a percentage of our revenue. We also review current
trends in the credit quality of our customer base, as well as changes in the credit policies. Our days sales
outstanding improved by 2.5 days from December 31, 2005 to December 31, 2006, The reduction in our
allowance for doubtful accounts and in our outstanding accounts receivable as well as our days sales outstanding
at December 31, 2006 was primarily attributable to strict enforcement of our credit policy combined with the
termination of our product offering to residential customers in November 2005, The following table identifies the
amounts we had reserved as of the dates indicated. .

December 31,
2006 005 2004
Totalreserves ............. ...l PR $4.772.000  $9,237,000  $9,331,000

In addition to the reserves shown above, we maintain customer receivable reserves related to exposure for
customer credits. These reserves are originally established as reductions to revenues and are accounted for in
“Other Accrued Liabilities™ in the audited consolidated balance sheets appearing elsewhere in this report. These
reserves totaled $1.1 million as of December 31, 2004, $1.4 million as of December 31, 2005 and $1.2 million as
of December 31, 2006. We also consider these reserves in our analysis of our required provision for bad debts.

We have attempted to reserve for expected losses based on the foregoing factors and believe our reserves are
adequate. It is possible, however, that the accuracy of our estimation process could be materially affected as the
composition of our receivables changes over time. We regularly review and refine the estimation process to take
account of these changes, but we cannot guarantee that we will be able to estimate accurately credit losses on our
receivables.

Cost of Services. Cost of services includes direct expenses associated with providing services to our
customers and the cost of equipment sold. These costs include the cost of leasing facilities from incumbent local
exchange carriers and other telecommunication providers that provide us with access connections to our
customers, to some components of our network facilities, and between our various facilities. In addition, we use
other carriers to provide services where we do not have (acilities. We use a number of different carriers to
terminate our long distance calls outside the southern United States. These costs are expensed as incurred. Some
of these expenses are billed in advance and some expenses are billed in arrears. Accordingly, we are required to
accrue for expected expenses irrespective of whether these expenses have been billed. We use internal
management information to support these required accruals. Experience indicates that the invoices that are
received from other telecommunication providers are often subject to significant billing disputes. We typically
accrue for all invoiced amounts unless there are contractual, tariff, or operational data that clearly indicate
suppeort for the billing dispute. Experience also has shown that these disputes can require a significant amount of
time to resolve given the complexities and regulatory issues surrounding the vendor relationships. We maintain
reserves for any anticipated exposure associated with these billing disputes. We believe our reserves are
adequate. The reserves are reviewed on a monthly basis, but are subject to changes in estimates and management
judgment as new information becomes available. In view of the length of time it historically has required to
resolve these disputes, disputes may be resolved or require adjustment in future periods and relate to costs
invoiced, accrued or paid in prior periods.

Non-Cash Compensation. We adopted SFAS No. 123R, “Share-Based Payment” (“SFAS No. 123R™)
effective January 1, 2006. SFAS No. 123R requires that compensation cost relating to share-based payment
transactions be recognized in the financial statements based on the fair value of equity instruments issued. The
effect of applying SFAS No. 123R on our financial position or results of operations for the year ended
December 31, 2006 was insignificant. Although the recognition of the value of the instruments results in
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compensation in an entity’s financial statements, the expense differs from other compensation in that these
charges are typically settled through the issuance of common stock, which would have a dilutive effect upon
earnings per share, if and when the instruments are exercised or vest. The deterlmnanon of the estimated fair
value used to record the compensation associated with the equity instruments lssued requires management to
make a number of assumptions and estimates that can change or fluctuate ove; time.

|
)

Valuation of Long-Lived and Intangible Assets and Goodwill. We asscs's the impairment of identifiable
intangibles, long-lived assets and related goodwill when events or changes in circumstances indicate that we may
not be able to recover the carrying value of the identifiable intangibles, long-lived assets or related goodwill. We
make our assessments in accordance with SFAS No. 144, “Accounting for the’ 'Impairment and Disposal of Long-
Lived Assets.” Factors we consider important and that could trigger an impairment review include the following:

» significant underpeiformance of our assets relative to expected historical or projected future operating
results; |

« significant changes in the manner in which we use our assets or in our overall business strategy;
+ significant negative mdustry or economic trends;

+ asignificant dcclmc in our common stock price for a sustained penod and

* our market capllallzatlon relative to net book value. f

. I

When we determine that we may not be able to recover the carrying valu;e of intangibles, long-lived assets
or goodwill based upon the existence of one or more of the foregoing indicia of impairment, we measure
impairment based on an estimate of fair value. We may base these estimates on the projected discounted cash
flow method using a discount rate we determine to be commensurate with the ‘rlsk inherent in our current
business model, or on other methods. Net intangible assets, long-lived assets and goodwill amounted to $362.9
million as of December 31, 2004, $314.3 million as of December 31, 2005 and $297.6 million as of
December 31, 2006. . i

We did not record charges for the impairment of long-lived assets or gmfdwill in 2006. In 2005, we
recognized an impairment loss of $7.2 million to our property, plant and equu;ment and an impairment loss of
$6.2 million to our non-amortizable trade name intangible assets. In 2004, wc]recogmzed an impairment loss of .
$199.9 million to our property, plant and equipment and an impairment loss of $4.0 million to our amortizable
intangible customer base asset. See notes 4 and 6 to our audited consolidated financial statements appearing
elsewhere in this report for additional information regarding these write-downs.

Concentrations of Credit Risk, Sigﬁiﬁcant Customers and Key Suppliers. Cash and cash equivalents,
short-term investments and restricted cash are held with domestic financial mstltutlons primarily with high credit
ratings. We have not experienced any losses on our cash or cash equlvalents

Qur accounts receivable subject us to credit risk, as collateral is generally not required. We conduct our
business with a large base of customers and limit our risk of loss by billing. most customers in advance for
services and by terminating access on delinquent accounts. The large number of customers mitigates the
concentration of credit risk. No customer represented more than 10% of our consolidated operating revenues for
any of the three years in the period ended December 31, 2006.

i

|

We lease colocation space and loops from the incumbent local exchange carriers that are major competitors.
We are dependent upon the availability of this space owned by the ILECs. We are exposed to risk associated with
failing to obtain favorable rencwal contract terms with these suppliers, which. ‘include rates that are subject to

industry regulation, and to risk regarding the timeliness of supplier processmg of our orders for customers.
|

We are dependent on a limited number of suppliers for certain equlpment used in our network. If these
suppliers were unable to meet our needs, management believes that we could obtain this equipment from other
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suppliers on comparable terms and that our operating results would not be materially adversely affected. If we
were required to purchase another manufacturer’s equipment, we would incur significant initial costs to integrate
the equipment into our network and to train personanel to use the new equiptent, which could have a material
adverse effect on our financial condition and results of operations.

Contingencies. We are a party to a variclytof legal proceedings, as either plaintiff or defendant, and are
engaged in other disputes that arise in the ordinary course of business, We are required to assess the likelihood of
any adverse judgments or outcomes to these matters, as well as potential ranges of probable losses for certain of
these matters. The determination of the Habilities to be recognized, if any, for loss contingencies is made after
analysis of each individual situation based on the facts and circumstances. However, it is reasonably possible that
the liabilities reflected in our consolidated balance sheets for loss contingencies and business disputes could
change in the near term due to new facts and circumstances, the effects of which could be material to our
consolidated financial position, results of operations or cash flows.

Liguidity and Capital Resources

Prior to 2006 we incurred operating losses, although we generally have experienced positive cash flow from
operations. We have an accumulated deficit of $406.7 million as of December 31, 2006, which has accumulated
since the consummation of our reorganization ot October 29, 2002 under Chapter 11 of the United States
Bankruptcy Code. In the second half of 2004, in response 1o adverse operating trends, we took action to limit
capital expenditures, reduce the size of our workforce, and implement other measures to manage cash resources.
As a result of these initiatives, and transactions completed in 2005, we achieved significant improvements in our
liguidity position as of December 31, 2005, which we have maintained through December 31, 2006.

On March 29, 2005, we completed a restructuring of our existing $259.7 miltion of secured indebtedness
and entered into a new $20 million subordinated secured term loan agreement with the Welsh Carson
securityholders, which we drew down in full on the restructuring date. The Welsh Carson securityholders consist
of investment funds and other persons affiliated with Welsh, Carson, Anderson & Stowe, a privale equity firm,
who include members of the stockholders group that owns capital stock representing a majority of our voting
power. Qur existing lenders required the new loan as a condition of the restructuring. The purpose of the
restructuring was to stabilize our liquidity position and obtain a deferral of principal payments on most of our
secured indebtedness until June 2006, which was the maturity date of our senior secured credit facitity. The
completion of the restructuring also enabled us to cure temporarily waived covenant defaults under our credit
facilities. In the restructuring, we replaced all $22 million of obligations outstanding under our principal capital
leases with loans in the same amount under the senior credit facility. ln connection with the subordinated secured
loan, we issued to the Welsh Carson securityholders Series C warrants to purchase 6,600,000 shares of common
stock at an initial exercise price of $1.80 per share. The Series C warrants have a ten-year term from the issue
date.

On July 26, 2005, we completed transactions in which we issued new senior secured indebtedness totaling
$259.8 million and warrants and refinanced substantially all of our existing secured indebtedness.

+  We issued $209 million principal amount of first lien, senior secured notes due 2009 and used the
proceeds of this issuance to repay in full our former $204 mitlion senior secured credit facility, which
was terminated, and to pay accrued interest under the facility as well as transaction costs. As a result of
the repayment in full of the former credit facility, we expensed $3.9 million of unamortized debt
issuance costs, which is reflected as a component of “Other (expense) income™ in our audited
consolidated statements of operations for 2005 appearing elsewhere in this report.

*  We also issued $50.8 million principal amount of third lien, senior secured notes due 2009, Of this
amount, we issued $30 million principal amount of third lien notes to new investors for cash and $20.8
million principal amount of third lien notes to the Welsh Carson securityholders, in exchange for $20
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million principal amount of notes plus capitalized interest evidencing the subordinated secured loan
that the Welsh Carson securityholders had extended in connection with the March 2005 restructuring.
In connection with the issuance of the third lien notes, we issued 9,000,000 Series D warrants to the
third lien note purchasers other than the Welsh Carson ';ecunlyholderq Each Series D warrant will
entitle the holder to purchase shares of a new issue of our 8% Series C convertible redeemable
preferred stock or common stock. Each share of Series C preferred stock will be convertible into .4445
of one share of our common stock, subject to antidilution adjuslmen:ts.

«  We also entered into an amendment to our junior, second lien credit facility, which extended the
maturity date of the $55.7 million of loans thereunder from June 30, 2009 10 August 26, 2009,
eliminated all scheduled principal payments prior to maturity, and increased the rate at which interest
accrues on such loans.

On November 10, 2006, we placed with institutional investors $21 million principal amount of additional
first lien notes with the same payment terms and the same July 26, 2009 maturuy date as the first lien notes we
issued in connection with the July 2005 refinancing.

+
i

On QOctober 31 2006, we negotiated modlﬁcatlons to an unsecured vendor note in an original principal
amount of $7.1 million which we had assumed in connection with our acqunsmon of BTI. As part of the March
2005 restructuring, we had obtained an extension of the original maturity date of the note from April 30, 2006 to
October 31, 2006. The modifications provided for payment of $2.27 million of principal on October 31, 2006,
$2.4 mitlion of principal plus interest payments over 36 monthly installinents:beginning November 1, 2006, and
$2.4 million principal on October 1, 2009, with interest payable monthly, and increased the rate at which interest
accrues on the outstanding principal balances.

|

On September 1, 2005, in accordance with our strategy to sell non-core assets on a selected basis, we sold
our e*deltacom data center facility located in Suwanee, Georgia and substantially all of the assets related to the
erdeltacom business for a sale price of approximately $25.8 million. The e*deltacom business provided managed
colocation, hosting, security data storage, monitoring and networking services and hardware solutions. This
transaction resulted in net cash proceeds of $25.9 million after working capital adjustments and costs and
expenses associated with the sale. We recognized a net gain on sale of the assets of $3.2 million, which is
reflected as a component of “Other (expense) income™ in our audited consohddted statements of operations for
2005 appearing elsewhere in this report. During 2006, we received proceeds of $1.6 million on sales of surplus
property and equipment. We recognized a net gain of $668,000 on the sale of these assets, which is reflected as a
component of “Other {expense) income™ in the our audited consolidated statements of operations for 2006
appearing elsewhere in this report. |

Sources and Uses of Cash. During 2006, we funded our operating and capital requirements and other cash
needs through cash from operations, cash on hand and proceeds from sale of $21 million principat amount of first
lien, senior secured notes, net of issuance costs. During 2005, we funded our operating and capital requirements
and other cash needs through cash from operations, proceeds from the March 2005 restructuring and the July
2005 refinancing and the proceeds from the sale of our e*deltacom data center assets. During 2004, we funded
our operating and cdpital requirements and other cash needs principally lhrough cash from operations, cash on
hand and the proceeds from the sale of our Series B preferred stock in November 2004. Cash provided by
operating activities was $28.7 million in 2006, $28.4 million in 2005 and $28.9 million in 2004. Changes in
working capital were $2.3 mitlion in 2006, $(6.6) million in 2003, and $(26.3) million in 2004,

*» The change in working capital in 2006 was primarily attributable to increased accrued interest and
unearned revenue, which was partially offset by reductions in our accounts payable and accrued
liabilities.

«  The change in working capital in 2005 was primarily attributable to reductions in our accounts payable.
accrued liabilities and unearned revenue and to increased inventory. We reduced our accounts payable
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by making payments to network vendors at the end of December 2005, rather than at the beginning of
the following month in accordance with our customary practice in other years.

» The change in working capital in 2004 was primarily attributable to a significant reduction in our
accounts payable, which was partially offset by increases in our accrued liabilities. The decrease in
accounts payable resulted principally from our settlement of line cost disputes with incumbent carriers
and additional payments of trade payables. Early in 2004, we initiated an effort to resolve with our
vendors a significant amount of aged disputed accounts payabie.

Cash used for investing activities was $46.9 million in 2006, $6.4 million in 2005 net of $25.9 million
proceeds from the sale of e*deltacom data center assets, and $60.9 million in 2004. We used the cash in these
periods primarily to fund capital expenditures. Of cash used for investing activities, we utilized $1.4 million in
2006, $4.9 million in 2005, and $10.8 million in 2004 to fund costs related to our acquisitions or proposed
acquisitions of other businesses. We made capital expendltures of $46.9 million in 2006, $28.3 million in 2005,
and $49.5 million in 2004.

»  Of the $46.9 million of capital expenditums in 2006, $42.4 million related to our integrated
communications services business and $4.5 million to our wholesale services business. We applied
$35.0 million of the expenditures to expansion of our network and customer base, $9.0 million to
network maintenance and $2.9 million to strategic initiatives, which primarily involved investment in
assets to facilitate migration of customers to our network to reduce our.cost of services.

»  Of the $28.3 million of capital expenditures in 2005, $24.8 million related to our integrated
communications services business and $3.5 million to our wholesale services business. We applied
$16.8 million to expansion of our network and customer base, $4.7 million to network maintenance and.
$6.1 million to strategic initiatives, wﬁich primarily involved investment in assets to facilitate
migration of customers to our network to reduce our cost of services.

+ Of the $49.5 million of capital expenditures in 2004, $30.5 million related to our integrated .
communications services business and $12.4 million to the integration of BTI's operations. During
2004, in accordance with our strategy to minimize the capital we allocate to our wholesale services
business, we applied $6.6 million of cépital expenditures to this business. -

Cash provided (used) by financing activities was $16.5 million in 2006, $30.7 million in 20035, and
$(1.5) million in 2004. ‘

* Cash provided by financing activities in 2006 consisted of $19.9 million of proceéds from the issuance
of first lien, senior secured notes, net of issuance costs. These proceeds were offset in part by
repayments of $3.4 million of long-term debt, capital lease obligations and other indebtedness. -

* Cash provided by financing activities in 2005 consisted of $241.8 million of proceeds from the
issuance of senior secured notes and stock warrants, net of issuance costs and other long-term debt
restructuring costs. These proceeds were offset in part by repayments of $211.0 million of long- -term
debt, capnal lease obhgatmns and other indebtedness.

» Cash provided by financing activities in 2004 consisted primarily of $15 million of proceeds from the
sale of our Series B preferred stock, which were offset by repayments of $16.6 million of long-term
debt, capital lease obligations and other indebtedness.

Indebtedness, As of December 31, 2006, we had approximately $354.6 million of total long-term
indebtedness, net of unamortized debt discount, including current portion, and capital leases. As of the same date,
excluding deferred financing costs, this indebtedness had an overall weighted average interest rate of 15.6%,
including payment-in-kind interest at a rate of 2.1%.

First Lien, Senior Secured Notes Due July 2009. In connection with our July 2005 refinancing, we issued
first lien, senior secured notes due 2009 in the aggregate principal amount of $209 million. We used the proceeds
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of the first lien notes to repay in full the amount of our former $204 million senior secured credit facility, which
was terminated, and to pay accrued interest under the facility as well as transaction costs. The first lien notes
accrue interest, payable quarterly, at an annual rate equal to the specified London Interbank Offered Rate, or
LIBOR, plus 8%, with the portion of any interest in excess of a 12% annual rate payable in- -kind, or PIK, at our
option, and accrue PIK interest, payable on a quarterly basis, at an annual rate of 0.5%. No scheduled principal
payments will be due on the first lien notes before the maturity date of July 26, 2009. Our obligations under the
first lien notes are secured by first priority liens on, and security interests in, substantially all of our assets. We
are subject to financial covenants under the first lien note agreement, including a maximum capital expenditures
covenant, a senior debt ratio covenant, a total leverage ratio covenant, an interest coverage ratio covenant, a
minimum unrestricted cash covenant, and a minimum consolidated EDITDA covenant, as EBITDA is defined for
purposés of the agreement. As a result of the repayment in full of our former $204 million senior secured credit
facility, we expensed $3.9 million of unamortized debt issuance costs, which is reflected as a component of
“Other (expense) income” in our audited consolidated statements of operations for 2005 appearing elsewhere in
this report.

On November 10, 2006, we p]aced-‘with institutional investors $21 million principal amount of additional
first lien notes with the same payment terms and the same July 26, 2009 matirity date as the first lien notes we
issued in connection with the July 2005 refinancing. We paid the holders of the outstanding first lien notes a fee
of $611,000 for consenting to amendments to the first lien note agreement made in connection with the sale of
the additional notes. The amendments modified some of the financial and operating covenants in the agreement
to reflect changes required by the issuance of the additional first lien notes, concurrent modifications to the
unsecured vendor note described below, and operating requirements that |ncl{jde the additional capital
expenditures we will make with the new note proceeds. The modifications affected the maximum capital
expenditures covenant, the senior debt ratio covenant, the total leverage ratio ‘covenant and the interest coverage
ratio covenant. The amendments also expanded the minimum consolidated EBITDA covenant, under which, as
modified, we will be required to maintain consolidated EBITDA (as defined for purposes of the agreement), as
measured by the cumulative sum of consolidated EBITDA for the precedmg 12 months, of at least $60 million at
December 31, 2006, $66.7 million at June 30, 2007, $70 million at December 31, 2007 and $77 million at
June 30, 2008, The related covenants under our second lien secured credit facility and our third lien, senior
secured notes have also been amended to reflect these modifications. ‘

Second Lien Secured Credit Facility Due August 2009. In connection with the July 2005 refinancing, we
entered into an amendment to our junior, second lien credit agreement, under which approximately $55.7 million
of loans were outstanding at the date of the refinancing. The amendment extcnded the maturity date of the loans
from June 30, 2009 to August 26, 2009, eliminated all scheduled principal payments prior to maturity, and
increased the annual rate at which interest accrues. Under the amended agreement, the loans accrue cash interest
at an annual rate equal to LIBOR plus 7.75% and accrue PIK interest, payable on a quarterly basis, at an annual
rate of 0.75%. The operating and financial covenants of the second lien credit agreement were modified to be
substantiaily consistent with the corresponding covenants under the first lien' notes and the third lien, senior
secured notes.

Our obligations under the second lien secured credit facility are secured by second priority liens on, and
security interests in, substantially all of our assets. Under an intercreditor agteement with the lenders under the
first lien notes, the lenders under the second lien secured credit facility are subject to standstill provisions
restricting their ability to enforce their remedies upon an event of default by the loan parties or an insolvency of
the loan parties until all obligations under the first lien notes have been paid in full. Following payment in full of
the first lien notes, the obligations under the second lien secured credit facility will be secured by first priority
liens on, and security interests in, the assets that previously had secured obligations under the first lien notes.

Third Lien, Senior Secured Notes Due September 2009. In connection wnh the July 2005 refinancing, we

issued third lien, senior secured notes due September 2009 in the aggregate prmcnpal amount of $50.8 million. Of
this amount, we issued $30 million principal amount of third lien notes to new investors for cash and $20.8
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million principal amount of third lien notes to the Welsh Carson securityholders in exchange for $20 million
principal amount of notes plus capitalized interest evidencing the subordinated secured loan that the Welsh
Carson securityholders extended in connection with the March 2005 restructuring. The third lien notes accrue
interest, payable quarterly, at an annual rate of LIBOR plus 7.5%, with the portion of any interest in excess of a
12% annual rate payable in-kind at our option, and accrue additional PIK interest, payable on a quarterly basis, at
an annual rate of 4.5%. No scheduled principal payments will be due on the third lien notes before the maturity
date of September 26, 2009. The obligations under the third lien notes are secured by third priority liens on, and
security interests in, substantially all of our assets. The operating and financial covenants under the third lien
notes are substantially consistent with the corresponding covenants under the first lien notes and the second lien
credit facility. Under an intercreditor agreement with the holders of the first lien notes and the lenders under the
second lien credit agreement, the holders of the third lien notes are subject 10 standstill provisions restricting their
ability to enforce their remedies upon an event of default by the third lien note obligors or an insolvency of the
third lien note obligors until all obligations under the first lien notes and the second lien credit agreement have
been paid in full.

In connection with the issuance of the third lien notes, we issued 9,000,000 Series D warrants to the third
lien note purchasers other than the Welsh Carson securityholders. Each Series D warrant will entitle the holder to N
purchase one share of a new issue of our Series C preferred stock, which was created on October 24, 2005, and a
portion of an additional share equal to the cumulative amount of payment-in-kind dividends that would have
accrued with respect to one share from the warrant issue date of July 26, 2005 through the warrant exercise date
if such share had been outstanding. Each share of Series C preferred stock will be convertible into 4445 of one
share of our common stock, subject to antidilution adjustments. Each Series D warrant also will permit the holder
of the warrant to purchase the number of shares of common stock into which the shares of Series C preferred
stock otherwise issuable under the warrant would be convertible as of the warrant exercise date. We determined
the value associated with the Series D warrants to be $13.0 million as of July 26, 2005, and are amortizing the
resulting debt discount to interest cost using the interest method. Interest cost for 2005 included $1.2 million of
amortized debt discount. See notes 9 and 10 to the audited consolidated financial statements appearing elsewhere
in this report for additional information regarding the Series D warrants and the Series C preferred stock,

Subordinated Secured Loan. In the March 2005 restructoring, we entered into a subordinated secured loan
agreement with the Welsh Carson securityholders. On the restructuring date, we drew down the full $20 million
of borrowings available under this loan. In connection with the loan, we issued the lenders Series C warrants to
purchase 6,600,000 shares of common stock. The resulting $7.6 million debt discount is being amortized to
interest cost using the interest method. Interest cost for 2005 included $1.3 million of amortized debt discount.
See note 10 to the audited consolidated financial statements appearing elsewhere in this report for additional
information regarding the Series C warrants. The subordinated secured loan was repaid as part of the July 2005
refinancing. ‘

See note 7 to the audited consolidated financial statements appearing elsewhere in this report for additional
information about the terms of the secured indebtedness that we restructured and refinanced during 2005 and
2006. |

Capital Leases. At December 31, 2006, our outstanding obligations under capital leases totaled $76,000. As
part of the March 2005 restructuring, we converted into loans under our senior credit agreement the $22 million
of obligations outstanding under our principal capital lease facilities at the restructuring date.

Other Long-Term Liubilities. In connection with our acquisition of BT1, we assumed $18.5 million principal
amount of unsecured senior notes that accrue interest, payable semi-annually, at an annual rate of 10.5%. The
senior notes were originally issued by BTI in September 1997. In 2001, the notes were amended to remove
substantially all financial and administrative covenants. The notes are due in full in September 2007.

In connection with our acquisition of BTI, we assumed an unsecured vendor note in an original principal
amount of $7.1 million. Before the March 2003 restructuring, the note was payable on demand on or after
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April 30, 2006. As part of the March 2005 restructuring, we obtained an extension of the maturity date of the
note to October 2006. On October 31, 2006, the holder of the note agreed to payment modifications that provided
for payment of $2.27 million of principal on October 31, 2006, $2.4 million of principal plus interest payments
over 36 monthly installments beginning November 1, 2006, and $2.4 million principal due October 1, 2009, with
interest payable monthly. Interest on the note, which had accrued at an annual rate of 8%a%, was modified to

accrue at an annual rate of 10% on prmcnpal batances outstanding after October 31, 2006.

Cash Requirements. We have various contractual obligations and commercna] commitments. We do not
have off-balance sheet financing arrangements other than our operating lcases

The following table sets forth, as of December 31 2006, our contractual obllgalmns and commercial
commitments (in thousands): d

Contractual Obligations !

ﬁaymenm Due by Period

Less than 45 More than
Total 1 year 2-3 years years 5 years
Long-term debt and capital lease obligations ........... $368,137 $ 19,i86 $348851 $ — % —
Interest on debt, capital leases and other long-term : :
liabilities ...................... b 136,577 52,078 84499  — —
Operatingleases .......... ... i iiiirnerane.nn 47,262 14,234 16,660 7,745 8,623
Purchase obligations ............... e 6,000 6,000 — — —
t

TOAlS oo vveee e e $557,976 $91,598 $450,010 $7,745 $8,623

See note 7 to the audited consolidated financial statements appearing elséwhere in this report for additional
information regarding our debt, capital lease obligations and operating ledses

. As of December 31, 2006, we had entered into agreements with vendors ;lo purchase approximately $6.0
million of property, plant and equipment and services in 2007 related primarily to the improvement and
installation of communications facilities and services.

In February 2007, we entered into an agreement with a leasing company‘through which we intend to lease
equipment totaling up to $7.5 million under terms of the capital lease. Repayment terms under the agreement
provide for quarterly payments of principal and interest at an annual rate of approximately 15% over three years
beginning in the quarter following funding under the lease. _ |

, |

We expect that we will not experience significant changes over the next year in the aggregate amount of our
total capital expendltures in the amount of capital expenditures that we will apply for network and facilities
maintenance, or in the type of capital cxpendltures that we believe will enab]e us to acquire additional customers
within the markets covered by our existing network to generate increased operatmg revenues. We currently
estimate that our aggregate capital requirements for 2007 will total approximately $40 million to $50 million.
The actual amount and timing of our capital requirements may differ material'ly from this expectation as a result
of constraints on our liquidity and regulatory, technological, economic and (,ompetmve developments, including
market developments and new opportunities. .
: |

To enhance our liquidity position, we intend to continue to pursue possible sales of assets that are not
integral to our network operations. We cannot provide any assurance as (o whether, or as to the terms on which,

we would be able to complete any such additional asset sales. - |

We believe that our cash on hand, which includes the net proceeds of thé $21 million principal amount of
first lien notes we sold in November 2006, the cash flows we expect to generate from operations under our
current business plan and our $7.5 million capital lease borrowings will provide us with sufficient funds to enable
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us to fund our planned capital expenditures, satisfy our debt service requirements, and meet our other cash needs
under our current business plan for at least the next 12 months. Our ability to meet all of our cash needs during
the next 12 months and thereafter could be adversely affected by various circumstances, including an increase in
customer attrition, employee turnover, service disruptions and associated customer credits, acceleration of critical
operating payables, tower than expected collections of accounts receivable, and other circumstances outside of
our immediate and direct control. We may determine that it is necessary or appropriate to obtain additional
funding through new debt financing or the issuance of equity securities to address such contingencies or changes
to our business plan. We cannot provide any assurance as to whether, or as to the terms on whlch, we would be
able to obtain such debt or equity financing. !

Based on our current business expectations, we anticipate that we will be required to refinance a substantial
portion or all of our outstanding indebtedness under our first lien notes, second lien credit agreement and third
lien notes before we are required to make batloon principal payments totaling $344.9 million under these
obligations when they mature beginning in July 2009. We will consider opportunities to refinance all or a portion
of such indebtedness in the capital markets or in other transactions.

Recent Accounting Pronouncements

The Financial Accounting Standards Board {“FASB”) issued SFAS No. 153, “Exchanges of Non-Monetary
Assets,” December 2004, which was effective for us as of January 1, 2006. Under SFAS No. 153, we will
measure assets exchanged at fair value, as long as the transaction has commercial substance and the fair value of
the assets exchanged is determinable within reasonable limits. A non-monetary exchange has commercial
substance if the future cash flows of the entity are expected to change significantly as a result of the exchange.
The adoption of SFAS No. 153 did not have a matcnal effect on our consolidated results of operations or
financial condition.

The FASB 1ssued SFAS No. 154, “Accountmg Changes and Error Comrections™,.a replacement of APB
Opinion No. 20 and SFAS No. 3, June 2003, which was effective for us as of J anuary 1, 2006, SFAS No. 154
applies to all voluntary changes in accounting principle and to changes required by an accounting pronouncement
in the instance in which the pronouncement does not include specific transition provisions. Accounting Principles
Board, or APB, Opinion No. 20 previously required that most voluntary changes in accounting principle be
recognized by including in net income of the period of the change the cumulative effect of changing to the new
accounting principle. SFAS No. 154 requires that the new accounting principlte be applied to the balances of
assets and liabilities as of the beginning of the earliest period for which retrospective application is practicable
and that a corresponding adjustment be made to the opening balance of retained earnings (or other appropriate
components of equity or net assets in the statement of financial position) for that period rather than being
reported in the statement of operations. When it is impracticable to determine the cumulative effect of applying a
change in accounting principle to all prior periods, SFAS No. 154 requires that the new accounting principle be
applied as if it were adopted prospectively from the earliest date practicable. SFAS No. 154 redefines restatement
as the revision of previously issued financial statements to reflect the correction of an error, SFAS No, 154 also
requires that a change in depreciation, amortization, or depletion method for long-lived, non-financial assets be
accounted for as a change in accounting estimate effected by a change in accounting principle. The adoption of
SFAS No. 154 did not have a material impact on our consolidated results of operations or financial condition.

In June 2006, the FASB issued FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes”
(“FIN 487). FIN 48 clarifies accounting for uncertainty in income taxes recognized in a company’s financial
statements in accordance with FASB Statement No. 109, “Accounting for Income Taxes,” by prescribing a
recognition threshold and measurement attribute for the financial statement recognition and measurement of a tax
position taken or expected to be taken in a tax return that results in a tax benefit. FIN 48 is effective for fiscal
years beginning after December 15, 2006 and must be applied to all open tax positions upon initial adoption. In
addition, FIN No. 48 provides guidance on de-recognition, income statement classification of interest and
penalties, accounting in interim periods, disclosure, and transition. This interpretation is effective for fiscal years
beginning after December 15, 2006, The cumulative effect of applying the provisions of FIN 48 is required to be
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reported as an adjustment to tax liabilities and to the opening balance of retained earnings in the year adopted.
The adoption of FIN No. 48 is not expected to have a material effect on our consolidated results of operations or
financial condition.

In June 2006, the FASB ratified the consensus on EITF Issue No. 06-3, “How Taxes Collected from
Customers and Remitted to Governmental Authorities Should Be Presented in the Income Statement”
(“EITF No. 06-3"). The scope of EITF No. 06-3 includes any tax assessed by a governmental authority that is
directly imposed on a revenue-producing transaction between a seller and a customer and may include, but is not
limited to, sales, use, value added, Universal Service Fund, or USF, contributions and excise taxes. The Task Force
concluded that entities should present these taxes in the income statement on either a gross or a net basis, based on
their accounting policy, which should be disclosed pursuant to APB Opinion No. 22, “Disclosure of Accounting
Policies.” If such taxes are significant and are presented on a gross basis, the amounts of those taxes should be
disclosed. The consensus on EITF No, 06-3 will be effective for interim and annual reporting periods beginning
after December 15, 2006. We currently record all such taxes billed to our customers, including USF contributions,
sales, use and excise taxes, on a net basis in our consolidated statements of opcfations. The Company will adopt
EITF No. 06-3 effective Fanuary 1, 2007. :

In September 2006, the SEC issued SAB No. 108, “Considering the Effécts of Prior Year Misstatements
when Quantifying Current Year Misstatements.” SAB No. 108 requires analysis of misstatements using both an
income statement (rollover) approach and a balance sheet (iron curtain) approach, referred to as a “dual
approach,” in assessing materiality and provides for a one-time cumulative effect transition adjustment, We
adopted SAB No. 108 for the year ended December 31, 2006. The adoption of SAB No. 108 did not have a
material effect on our results of operations and financial condition. 1 '

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements,” which defines fair value,
establishes a framework for measuring fair value in generally accepted accounting principles, and expands
disclosures about fair value measurements. SFAS No. 157 does not require any new fair value measurements, but
provides guidance on how to measure fair value by providing a fair value hierarchy used to classify the source of
the information. This statement is effective for fiscal years beginning after November 15, 2007 and interim
periods within that fiscal year. We have not determined the effect that adoption of SFAS No. 157 will have upon
our financial statements, which is not rcI:asonably estimable at this time.

In December 2006, the FASB issued FASB Staff Position No. EITF 00:19-2, “Accounting for Registration
Payment Arrangements” (“FSP EITF 00-19-2"). FSP EITF 00-19-2 addresses an issuer’s accounting for
registration payment arrangements. FSP EITF 00-19-2 specifies that the contingent obligation to make future
payments or otherwise transfer consideration under a registration payment afrangement, whether issued as a
separate agreement or included as a provision of a financial instrument or other agreement, should be separately
recognized and measured in accordance with SFAS No. 5, “Accounting for Contingencies” (“SFAS No. 57). A
“registration payment arrangement” is defined as an arrangement that specifies that the issuer will endeavor
(1) to file a registration statement for the resale of specified financial instruments and/or for the resale of equity
shares that are issuable upon exercise or conversion of specified financial instruments and for that registration -
statement to be declared effective by the SEC. The arrangement requires the issuer to transfer consideration to
the counterparty if the registration statement for the resale of the financial instrument or instruments subject to
the arrangement is not declared effective or if effectiveness of the registration statement is not maintained. FSP
EITF 00-19-2 specifies that if the transfer of consideration under a registration payment arrangement is probable
and can be reasonably estimated at inception, the contingent liability under the registration payment arrangement
must be included in the allocation of proceeds from the related financing transaction using the measurement
guidance in SFAS No. 5. FSP EITF 00-19-2 also requires certain disclosures about the terms of each registration
payment arrangement, even if the likelihood of the issuer having to make any payments under the arrangement is
remote. FSP EITF 00-19-2 is effective immediately for registration payment arrangements entered into after
December 31, 2006 and for fiscal years beginning after December 31, 2006, and interim periods within those
fiscal years, for registration payment arrangements entered into prior to the issuance of FSP EITF 00-19-2. We
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adopted FSP EITF 00-19-2 for the year ended December 31, 2006. The adoption of FSP EITF (00-19-2 did not
have a material effect on our results of operations and financial condition.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and
Financial Liabilities.” SFAS No. 159 permits entities to choose, at specified election dates, to elect to measure
many financial instruments and certain other items at fair value, including recognized financial assets and
financial liabilities except certain items excluded by the statement, and provides that the fair value option may be
applied instrument by instrument, is irrevocable and must be applied to an instrument in its entirety. Unrealized
gains and losses on items for which the fair value option has been elected must be reported in earmings
subsequent to such election. The statement is effective for fiscal years beginning after November 15, 2007. We
have not determined the effect that adoption of SFAS No. 159 will have upon our financial statements, which is
not reasonably estimable at this time. ' ! :

Item 7A. Quantitative and Qualitative Disclosures About Market Risk.

We are exposed to minimal market risks. We maintain investments consisting primarily of short-term,
interest-bearing securities. We enter into long-term debt obligations with appropriate pricing and terms. We do
not hold or issue derivative, derivative commodity or other financial instruments for trading purposes. We do not
have any material foreign currency exposure.

Our major market risk exposure is to changing interest rates on borrowings we use to fund our business,
inctuding $344.9 million of borrowings outstanding as of December 31, 2006, under our first lien, senior secured
notes, our second lien secured credit facility and our third lien, senior secured notes, all of which accrue interest
at floating rates. A change of one percentage point in the interest rate applicable to our $344.9 million of
variable-rate debt at December 31, 2006 would result in a fluctuation of approximately $3.4 million in our annual
interest expense.

Item 8. Financial Statements and Supplementary Data.

Cur consolidated financial statements and supplementary data listed in ltem 15 are filed as part of this report
and appear on pages F-2 through F-41.

Item 9, Changes in and Disagreements With Accountants on Accounting and Financial Disclosure.

None.

Item 9A. Controls and Procedures.'

Our management, with the participation of our Chief Executive Officer, who is our principal executive
officer, and our Executive Vice President and Chief Financial Officer, who is our principal financial officer, has
evaluated the effectiveness of our disclosure controls and procedures as of December 31, 2006. Based upon that
evaluation, our Chief Executive Officer and our Executive Vice President and Chief Financial Officer have
concluded that our disclosure controls and procedures were effective as of December 31, 2006.

During the fourth fiscal quarter of 2006, there have been no changes in our internal control over financial
reporting that have materially affected, or that are reasonably likely to materiatly affect, our internal control over
financial reporting.

Item 9B. Other Information.

None.




PART Il

Item 10. Directors, Executive Officers and Corporate Governance. |

Information responsive to this Item 10 is incorporated herein by reference to our definitive proxy statement

for our 2007 annual meeting of stockholders. :

l
Item 11. Executive Compensation. -

Information responsive to this Item 11 is incorporated herein by reference to our definitive proxy statement
for our 2007 annual meeting of stockholders. !

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters. !
Information responsive to this Item 12 is 1ncorp0raled hereii by refercnc:e to our definitive proxy statement

for our 2007 annual meeting of stockholders. . |

Item 13. Certain Relationships and Related Transactions, and Director:lndependence.

Information responsive to this llcm 13 is incorporated herein by reference to our deﬁmuvc proxy statement
for our 2007 annual meeting of stockholders. ,
| |

Item 14. Principal Accountant Fees and Services. ’

Information responsive to this Item 14 is incorporated herein by reference to our definitive proxy staiement
for our 2007 annual meeting of stockholders. ‘ |

I
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PART IV

.

Item 15, Exhibits and Financial Statement Schedulos.

(a)(1) The following consolidated financial statements of ITC*DeltaCom appear on pages F-2 through F-41
of this report and are incorporated by reference in Part II, Item 8:

Report of Independent Registered Public Accounting Firm
Consolidated Balance Sheets: ’

ITC*DeltaCom—December 31, 2006
ITC*DeltaCom—December 31, 2005

Consolidated Statements of Operations: )

ITCADeltaCom-——for the year ended December 31, 2006
. ITCADeltaCom—for the year ended December 31, 2005
ITC*DeltaCom—for the year ended December 31, 2004

Consolidated Staternents of Stockholders’ Equity (Deficit):

ITCADeltaCom—for the year ended December 31, 2006
ITC*DeltaCom—for the year ended December 31, 2005
ITCADeltaCom—for the year ended December 31, 2004

Consolidated Statements of Cash Flows:

ITC*DeltaCom—for the year ended December 31, 2006
ITCADeltaCom—for the year ended December 31, 2005
ITC*DeltaCom-—for the year ended December 31, 2004

(a)(2) The following financial statement schedule is filed as part of this report and is attached hereto on
pages S-1 and §-2: . ,

Report of Independent Registered Public Accounting Firm as to Schedule.
Schedule II—Valuation and Qualiﬁcat_ion Accounts.

All other schedules for which provision is made in the applicable accounting regulations of the SEC either
have been included in the consolidated financial statements of ITCADeltaCom or the notes thereto, are not
required under the related instructions or are inapplicable, and therefore have been omitted.

{(a)(3) The following exhibits are either filed with this Form 10-X or are incorporated herein by reference.
Our Securities Exchange Act file number is 0-23253.

Exhibit
Number Exhibit Description

2.1 ITC*DeltaCom, Inc. Plan of Reorganization Under Chapter 11 of the Bankruptcy Code, As Further
Revised, dated October 15, 2002. Filed as part of Exhibit 1 to Registration Statement on Form 8-A,
dated October 29, 2002, of ITC*DeltaCom, Inc. (the “Form 8-A”) and incorporated herein by
reference.

3.1 Restated Certificate of Incorporation of ITCADeltaCom, Inc. (including the Second Amended
Certificate of Designation of the Powers, Preferences and Relative, Participating, Optional and Other
Speciat Rights of 8% Series A Convertible Redeemable Preferred Stock and Qualifications,
Limitations and Restrictions Thereof, the Amended Certificate of Designation of the Powers,
Preferences and Relative, Participating, Optional and Other Special Rights of 8% Series B
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Exhibit
Number

Exhibit Description

32

4.1

421

422

423

43.1

432

441

442

4.5

4.6

Convertible Redeemable Preferred Stock and Qualifications, Limitations and Restrictions Thereof and
the Certificate of Designation of the Powers, Preferences and Relative, Participating, Optional and
Other Special Rights of 8% Series C Convertible Redeemable Preferred Stock and Qualifications,
Limitations and Restrictions Thereof), as amended by Certificate of Amendment to Certificate of
Designation of the Powers, Preferences and Relative, Participating, Optional and Other Special Rights
of 8% Series C Convertible Redeemable Preferred Stock and Qualifications, Limitations and
Restrictions Thereof. Filed as Exhibit 3.1 to Annual Report on Form 10-K for the fiscal year ended
December 31, 2005 (the “2005 Form 10-K") and incorporated herem by reference.

Amended and Restated Bylaws of ITC*DeltaCom, Inc. Filed as Exhibit 3.2 to Current Report on
Form 8-K of ITC*DeltaCom, Inc., filed on August 1, 2005 (the “August 1, 2005 Form 8-K™), and
incorporated herein by reference.

Warrant Agreement, dated as of October 29, 2002 and amended and restated as of October 6, 2003,
between ITCADeltaCom, Inc. and Mellon Investor Services LLC, as Warrant Agent. Filed as
Exhibit 4.4 to Current Report of ITC*DeltaCom, Inc., filed on October 21, 2003 (the “October 21,
2003 Form 8-K™), and incorporated herein by reference. .

Warrant Agreement, dated as of October 6, 2003, between ITC"DeltaCom Inc. and Mellon Investor
Services LLC, as Warrant Agent. Filed as Exhibit 4.3 to the October 21, 2003 Form 8-K and
incorporated herein by reference.

Amendment No. 1 to Warrant Agreement, dated as of March 29, 2005, between ITC*DeltaCom, Inc.
and Mellon Investor Services LLC, as Warrant Agent. Filed as Exhibit 10.10 to Quarterly Report on
Form 10-Q for the quarter ended March 31, 2005 (the “March 31, 2005 Form 10-Q") and incorporated
herein by reference. |

Amendment No. 2 to Warrant Agreement, dated as of July 26, 2005 between ITCADeltaCom, Inc.
and Mellon Investor Services LLC, as Warrant Agent. Filed as Exhlblt 4.3 to Quarterly Report on
Form 10-Q for the quarter ended September 30, 2005 (the “Septembcr 30, 2005 Form 10-Q”) and
incorporated herein by reference.

Warrant Agreement, dated as of March 29, 2005, between ITCADeltaCom, Inc. and Mellon Investor
Services LLC, as Warrant Agcnt Filed as Exhibit 10.9 to the March 31, 2005 Form 10-Q and
mcorporatcd herein by reference. .

Amendment No. 1 to Warrant Agreement, dated as of July 26, 2005, between ITC*DeltaCom, Inc.
and Mellon Investor Services LLC, as Warrant Agent. Filed as Exhibit 4.2 to the September 30, 2005
Form 10-Q and mcorporaled herein by reference.

O

Warrant Agreement, dated as of July 26, 2005, between lTC“De]taCom Inc. and Mellon Investor
Services LLC, as Warrant Agent. Filed as Exhibit 4.2 to the August 1, 2005 Form 8-K and
incorporated herein by reference. ;

Amendment No. 1 to Warrant Agreement, dated as of December 21, 2005, between
ITCADeltaCom, Inc. and Mellon Investor Services LLC, as Warrant Agent. Filed as Exhibit 4.4.2 to
the 2005 Form 10-K and incorporated herein by reference.

Specimen representing the Common Stock, par value $0.01 per share of ITCADeltaCom, Inc Filed as
Exhibit 4 to the Form 8-A and incorporated herein by reference. |

Specimen representing the 8% Series A Convertible Redeemable Preferred Stock, par value $0.01 per
share, of ITCADeltaCom, Inc. Filed as Exhibit 4.2 to the Annual Report on Form 10-K of
ITC*DeltaCom, Inc. for the year ended December 31, 2002 and incorporated herein by reference.
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Exhibit
Number

Exhibit Description

47

48

49

| 4,12

10.1.1

10.1.2

10.1.3

10.1.4

10.1.5

Specimen representing the 8% Series B Convertible Redeemable Preferred Stock, par value $0.01 per
share, of ITCADeltaCom, Inc. Filed as Exhibit 4.7 to Registration Statement on Form S-3 of
[TC*DeltaCom, Inc., as amended (F:le No. 333-101537) (the “2004 Form $-3"), and incorporated
herein by reference.

Specimen representing the 8% Series C Convertible Redeemable Preferred Stock, par value $0.01 per
share, of ITC*DeltaCom, Inc. Filed as Exhibit 4.8 to the 2005 Form 10-K and incorporated herein by
reference.

Form of Series A Common Stock Purchase Warrant. Filed as Exhibit 4.8 to the 2004 Form S-3 and
incorporated herein by reference. N

Form of Series B Common Stock Purchase Warrant. Filed as Exhibit 4.9 to the 2004 Form S-3 and
incorporated herein by reference.

Form of Series C Common Stock Purchase Warrant. Filed as Exhibit 4.11 to the 2005 Form 10-K and
incorporated herein by reference.

Form of Series D Warrant. Filed as Exhibit 4.1 to the September 30, 2005 Form 10-Q and
incorporated herein by reference.

Revised and Restated Fiber Optic Facilities and Services Agreement, dated as of June 9, 1995, among
Southern Development and Investment Group, Inc., on behalf of itself and as agent for Alabama
Power Company, Georgia Power Company, Gulf Power Company, Mississippi Power Company,
Savannah Electric and Power Company, Southern Electric Generating Company and Southern
Company Services, Inc., and MPX Systems, Inc., which was assigned in part by MPX Systems, Inc.
to Gulif States FiberNet pursuant to an Assignment dated as of July 25, 1995, Filed as Exhibit 10.15 1o
Registration Statement on Form $-4 of ITC*DeltaCom, Inc., as amended (File No. 333-31361) (the
“1997 Form S-4™), and incorporated herein by reference.

.

Release, Waiver, and Assumption Agreement, dated as of December 31, 1997, between Southern
Development Investment Group, Inc., on behalf of itself and as agent for Alabama Power Company,

“Georgia Power Company, Gulf Power Company, Mississippi Power Company, Savannah Electric and

Power Company, Southern Electric Generating Company and Southern Company Sefvices, Inc., and
Interstate FiberNet, Inc, and Gulf States Transmission Systems, Inc. Filed as Exhibit 10.15.1 to
Annual Report on Form 10-K of ITC*DeltaCom, Inc. for the year ended December 31, 1997 and
incorporated herein by reference,

Amendment to the Revised and Restated Fiber Optic Facilities and Services Agreement, dated as of
January 1, 1998, by and among Southern Company Energy Solutions, Inc. (ffk/a Southern
Development Group, Inc.), on behalf of itself and as agent for Alabama Power Company, Georgia
Power Company, Gulf Power Company, Mississippi Power Company, Savannah Electric and Power
Company, Southern Electric Generating Company and Southern Company Services, Inc., and
Interstate FiberNet, Inc. Filed as Exhibit 10.15.2 to Quarterly Report on Form 10-Q of
ITC*DeltaCom, Inc. for the quarter ended September 30, 1998 and incorporated herein by reference.

First Amendment to Revised and Restated Fiber Optic Facilities and Services Agreement, dated as of
July 24, 1995, between Southern Development and Investment Group, Inc., on behalf of itself and as
agent for others, and MPX Systems, Inc. Filed as Exhibit 10.16 to the {997 Form 8-4 and
incorporated herein by reference.

Partial Assignment and Assumption of Revised and Restated Fiber Optic Facilities and Services
Agreement, dated July 25, 1995, between MPX Systems, Inc. and Gulf States FiberNet. Filed as
Exhibit 10.17 to the 1997 Form S-4 and incorporated herein by reference,
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Exhibit
Number

3
|
|

1

Exhibit Description

+10.1.6

10.1.7

10.1.8

110.1.9

10.2

*10.3

10.4

10.5

110.6.1

10.6.2

110.6.3

Amendment to Revised and Restated Fiber Optic Facilities and Services Agreement, dated July 15,
1997, by and among Southern Development and Investment Group, Inc., on behalf of itself and its
agent for Alabama Power Company, Georgia Power Company, Gulf Power Company, Mississippi
Power Company, Savannah Electric and Power Company, Southern Electric Generating Company
and Southern Company Scmces Inc. (collectively “SES™), ITC Transmlssmn Systems, Inc. (as
managing partner of Interstate FiberNet, Inc.) and Gulf States Transmlssmn Systems, Inc. Filed as
Exhibit 10.17.1 1o the 1997 Form S-4 and incorporated herein by rf:fcrence

Consent for Assignmcnt of Interest, dated February 20, 1997, amo:ng SCANA Communications, Inc.,
Giulf States FiberNet, Guif States Transmission Systems, Inc. and Southemn Development and
Investment Groups, Inc. Filed as Exhibit 10.18 to the 1997 Form S-4 and incorporated herein by

reference.,’ , !
]

Second Partial Awgnmcm and Assumptlon of Revised and Restated Fiber Optic Facilities and
Services Agreement, dated March 27, 1997, between SCANA Commumcatlons Inc. and ITC Holding
Company, Inc. Filed as Exhibit 10.19 to the 1997 Form S-4 and mcorporated herein by reference.

Amendment, effective as of August 1, 2000, between Southern Te}ccom, Inc., on behalf of itself and
as agent for the other parties specified therein, and Interstate FiberNet, Inc., to the Revised and
Restated Fiber Optics Facilities and Services Agreement made as of June 9, 1995. Filed as Exhibit
10.1 to Quarterly Report on Form 10-Q for the quarter ended September 30, 2000 and incorporated
herein by reference. i

Interconnection Agreement, dated February 9, 2001, by and between BellSouth Telecommunications,
Inc. and ITC*DeltaCom Communications, Inc. d/b/a/ ITC"‘DelLaCom (Florida). Filed as Exhibit 10.48
to the Annual Report on Form 10-K of ITCADeltaCom for the yedr ended December 31, 2000 (the
“2000 Form 10-K”) and incorporated herein by reference. |

Interconnection Agreement, dated as of November 20, 2006, by and betwecn BellSouth
Telecommunications, Inc. and DeltaCom, Inc. (North Carolina).

Intetconnection Agreement, effective as of July 1, 1999, by and bélween ITCADeltaCom
Communications, Inc. and BellSouth Telecommunications, Inc. (Alabama) Filed as Exhibit 10.50 to

. the 2000 Form 10-K and incorporated herein by reference. i

Interconnection Agreement, effective as of August 9, 2004, by and between BellSouth
Telecommunications, Inc. and ITCADeltaCom Communications, lhc d/bfa ITCADeltaCom d/b/a
Grapevine (Georgia). Filed as Exhibit 10.11 to Quarterly Report on Form 10-Q of ITCADeltaCom,
Inc. for the quarter ended September 30, 2004 and incorporated hereln by reference.

IRU Agreement, dated October 31, 1997, between QWEST Commumcanons Corporation and
Business Telecom, Inc. Filed as Exhibit 10.9 to Annual Report on ‘Form 10-K of BTI Telecom Corp.
for the year ended December 31, 1997 (File No. 0- 2677] }y and mcorporated herein by reference.

First Amendment to IRU Agreement, entered into on Apnl 19, 1999 between Qwest Communications
Corporation and Business Telecom, Inc. Fited as Exhibit 10.12 lolRegleranon Statement on Form S-1
of BTI Telecom Corp. (File No. 333-83101) and incorporated hert'ain by reference.

Second Amendment to IRU ‘Agreement, dated as of August 25, 2003, between QWEST
Communications Corporation and Business Telecom, Inc. Filed aé Exhibit 10.7.3 to the Annual
Report on Form 10-K of ITC*DeltaCom, Inc. for the year ended December 31, 2003 and incorporated
herein by reference. .

o ——— —
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Number

Exhibit Description

i0.7.1

10.7.2

10.8

10.9.1

10.9.2

*10.9.3

10.10.1

10.10.2

10.11.1

10.11.2

*10.11.3

Indenture, dated as of September 22, 1997, among BTI Telecom Corp., Business Telecom, Inc. and
First Trust of New York, National Association, as Trustee, relating to the 10%2% Senior Notes due
2007 of BTI Telecom Corp. Filed as Exhibit 4.1 to Registration Statement on Form S-4

(File No. 333-41723) of BTI Telecom Corp. and incorporated herein by reference.

First Supplemental Indenture, dated as of October 26, 2001, between BTI Telecom Corp and U.S.
Bank Trust National Association (formerly known as First Trust of New York, National Association),
as Trustee, to the Indenture dated as of September 22, 1997. Filed as Exhibit 99.1 to Current Report
on Form 8-K of BTI Telecom Corp. (File No. 0-26771), filed on November 8 2001, and incorporated
berein by reference.

Asset Purchase Agreement, dated as of August 8, 2005, by and among Quality Investment Properties
Atlanta Tech Centre, L.L.C., e*Quality, L L.C. and Quality Investment Properties—Williams Centre,
L.L.C., as Purchasers, and Interstate FiberNet, Inc. and ITC*DeltaCom Communications, Inc., as
Sellers. Filed as Exhibit 10.4 to the September 30, 2005 Form 10-Q and mcorporated herein by
reference.

Note Purchase Agreement, dated as of July 26, 2005, among ITC*DeltaCom, Inc, as Parent, Interstate
FiberNet, Inc., as Issuer, the Subsidiary Guarantors named therein, the Note Purchasers named
therein, Tennenbaum Capital Partners, LLC, as Agent, and TCP Agency Services, LLC, as Collateral
Agent. Filed as Exhibit 10.1 to the August 1, 2005 Form 8-K and incorporated herein by reference.

Security Agreement, dated as of July 26, 2005, among ITC*DeltaCom, Inc., Interstate FiberNet, Inc.,
the Subsidiary Guarantors named therein, and TCP Agency Services, LLC, as Collateral Agent. Filed
as Exhibit 10.9.2 to the 2005 Form 10-K and incorporated herein by reference,

Amendment No. 1 to Note Purchase Agreement, dated as of October 27, 2006, among
ITCADeltaCom, Inc, as Parent, Interstate FiberNet, Inc., as Tssuer, the Subsidiary Guarantors named
therein, the New Note Purchasers named therein, Tennenbaum Capital Partners, LLC, as Agent, and'
TCP Agency Services, LLC, as Collateral Agent.

Second Amended and Restated Credit Agreement, dated as of July 26, 2005, among ITC*DeltaCom,
Inc., as Parent, Interstate FiberNet, Inc., as Borrower, the Subsidiary Guarantors named therein, the
Lenders named therein, and General Electric Capital Corporation, as Administrative Agent and
Collateral Agent. Filed as Exhibit 10:1 to the September 30, 2005 Form 10-Q and mcorporated herein
by reference.

Second Amended and Restated Security Agreement, dated as of July 26, 2005, among
ITC*DeltaCom, Inc., Interstate FiberNet, Inc., the Subsidiary-Guarantors named therein, and General
Electric Capital Corporation, as Collateral Agent Filed as EXhlblt 10.10.2 to the 2005 Form 10-K and
incorporated herein by reference.

Securities Purchase Agreement, dated as of July 26, 2005, among ITCADeltaCom, Inc, as Parent,
Interstate FiberNet, Inc., as Issuer, the Subsidiary Guarantors named therein, the Purchasers named
therein, Tennenbaum Capital Partners, LLC, as Agent, and TCP Agency Services, LLC, as Collateral
Agent. Filed as Exhibit 10.2 to the August 1, 2005 Form 8-K and incorporated herein by reference.

Amended and Restated Security Agreement, dated as of July 26, 2005, among ITCADeltaCom, Inc.,
Interstate FiberNet, Inc., the Subsidiary Guarantors named therein, and TCP Agency Services, LLC,
as collateral agent. Filed as Exhibit 10.11.2 to the 2005 Form 10-X and incorporated herein by
reference. .

Amendment No. 1 to Securities Purchase Agreement, dated as of October 27, 2006, among
ITCADeltaCom, Inc, as Parent, Interstate FiberNet, Inc., as Issuer, the Subsidiary Guarantors named
therein, Tennenbaum Capital Partners, LLC, as Agent, and TCP Agency Services, LLC, as Collateral
Agent, |
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Nuomber

Exhibit Description

10.12
10.13.1
10.13.2
10.14.1
10.14.2
10.15

*10.16.1
10.16.2

10.16.3

10.16.4

10.17.1
10.17.2
10.18.1
10.18.2

10.19.1

— . o ]
Amended and Réstatéd Governance Agreeiment, dated as of July 26, 2005, among ITC*DeltaCom,
Inc. and the Securityholders of ITC*DeltaCom, Inc. listed on the 51gnat11re pages thereof. Filed as
Exhibit 10.5 to the August 1, 2005 Form 8-K and incorporated herem by reference.

Registration Rights Agreement, dated as of October 29, 2002 and amendcd and restat.ed as of October
6, 2003, among ITCADeltaCom, Inc. and the Holders set forth on the signature pages thereof. Filed as
Exhibit 10.3-to the October 21, 2003 Form 8-K and incorporated herem by reference.

Amendment No. 2 to Registration Rights Agreement, dated as of July 26, 2005, among
ITCADeltaCom, Inc. and the Series A Preferred Stockholders listed on the signature pages thereof.
Filed as Exhibit 10.3 to the September 30, 2005 Form 10-Q and incorporated herein by reference.

Registration Rights Agroemcnt, dated as of October 6, 2003, among ITCADeltaCom, Inc. and the

'WCAS Securityholders set forth on the signature pages thereof. Flled as Exhibit 10.2 to the

October 21, 2003 Form 8-K and incorporated herein by reference.

Amendment No. 2 to Registration Rights Agreement, dated as of J uly 26, 2005, among
ITCADeltaCom, Inc. and the WCAS Secuntyholders listed on the sngnature pages thereof. Filed as
Exhibit 10.2 to the September 30, 2005 Form 10-Q and mcorporated herein by reference.

Registration Rights Agreement, dated as of July 26, 2005, among 'ITC*DeltaCom, Inc. and the TCP
Securityholders listed on 'the signature pages thercof F11ed as Exhibit 10.6 to the August 1, 2005
Form 8-K and incorporated herein by reference.

ITCADeltaCom, Inc. Amended and Restated Stock Incentive Pla.nf.

Form of ITCADeltaCom, Inc. Amended and Restated Stock Inceritive Plan Nonqualified Stock Option
Agreement. Filed as Exhlbll 4.2 to the December 2003 Form S- 8 and mcorporatecl herem by
reference. ;

Form of ITCADeltaCom, Inc. Amended and Restated Stock Ince:itive Plan Incentive Stock Option
Agreement. Filed as Exhibit 4.3 to the December 2003 Form S-S‘ and incorporated herein by
reference. .

Form of ITC*DeltaCom, Inc Amended and Restated Stock Incellltwe Plan Stock Unit Agreement.
Filed as Exhibit 4.4 to the December 2003 Form S-8 and mcorpo;rated herein by reference.

Employment Agreement, dated as of February 3, 2005, by and between ITCADeltaCom, Inc. and
Randall E. Curran. Filed as Exhibit 10.2 to the March 31, 2005 Form 10-Q and incorporated herein by
reference. o

Amendment No. 1 to Employment Agreement, dated as of Deccinber 20, 2005, by and between
ITC*DeltaCom, Inc. and Randall E. Curran. Flled as Exhibit 10. 17 .2 to the 2005 Form 10-K and
incorporated herein by reference. ‘

Empltoyment Agreement, dated as of February 21, 2005, by and betwcen ITCADeltaCom, Inc. and
Richard E. Fish, Jr. Flled as Exhibit 10.13 to the March 31, 200? From 10-Q and mcorporated herein

by reference.
I

Amendment No. | to Employment Agreement, dated as of Decembcr 20, 2005, by and between
ITC*DeltaCom, Inc. and Richard E. Fish, Jr. Filed as Exhibit 10 18.2 to the 2005 Form 10-K and
incorporated herein by reference. ;
Employment Agreement, dated as of February 28, 2005, by and betwcen ITC"DeltaCom Inc. and
James P. O'Brien. Filed as Exhibit 10.14 to the March 31, 2005 Form 10-Q and incorporated herein

by reference. .

- —_—
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Exhibit
Number

Exhibit Description

10.19.2

10.20

10.21.1

10212

10.21.3

10.21.4

10.22

*10.23
*10.24
10.25

*21
*23
*31.1

*31.2

*32

Amendment No. 1 to Employment Agreement, dated as of December 20, 2005, by and between
ITCADeltaCom, Inc. and James P. O'Brien. Filed as Exhibit 10.19.2 to the 2005 Form 10-K and
incorporated herein by reference.

Form of Deferred Compensation Agreement between ITC*DeltaCom, Inc. and each of Randall E.
Curran, Richard E. Fish, Ir., and James P. O'Brien. Filed as Exhibit 10,20 to the 2005 Form 10-K and
incorporated herein by reference. ’ :

ITCADeltaCom, Inc. Executive Stock [ncentive Plan, as amended and restated as of December 20,
2005. Filed as Exhibit 10.21.1 to the 2005 Form 10-K and incorporated herein by reference,

Form of Common Stock Unit Agreement under ITCADeltaCom, Inc, Executive Stock Incentive Plan
between ITC*DeltaCom, Inc. and each of Randall E. Curran, Richard E. Fish, Jr., and

James P. O'Brien. Filed as Exhibit 10.21.2 to the 2005 Form 10-K and incorporated herein by
reference. . .

Form of Series A Preferred Stock Unit Agreement under ITC*DeltaCom, Inc. Executive Stock
Incentive Plan between ITC*DeltaCom, Inc. and each of Randalt E. Curran, Richard E. Fish, Jt., and
James P. O'Brien. Filed as Exhibit 10.21.3 to the 2005 Form 10-K and incorporated herein by
reference.

Form of Series B Preferred Stock Unit Agreement under ITC*DeltaCom, Inc. Executive Stock
Incentive Plan between ITC*DeltaCom, Inc. and each of Randall 5. Curran, Richard E. Fish, Ir., and
James P. O’'Brien. Filed as Exhibit 10.21.4 to the 2005 Form 10-K and incorporated herein by
reference,

Executive Employment and Retention Agreement, dated as of August 13, 2004, between
ITC*DeltaCom, Inc. and J. Thomas Mullis, Filed as Exhibit 10.10.1 to Quarterly Report on

Form 10-Q of ITCADeltaCom, Inc. for the quarter ended September 30, 2004 and incorporated herein
by reference.

Description of Non-Employee Director Compensation.
Description of Certain Management Compensatory Plans and Arrangements.

Form of Indemnity Agreement between ITCADeltaCom, Inc. and certain of its Directors and Officers.
Filed as Exhibit 10.93 to Registration Statement on Form S$-1 of ITC*DettaCom, Inc., as amended
(File No. 333-36683), and incorporated herein by reference.

Subsidiaries of ITC*DeltaCom, Inc.
Consent of BDO Seidman, LLP.

Certification of Chief Executive Officer of [TC*DeltaCom, Inc. pursuant to Rule 13a-14{a) or
Rule 15d-14(a) under the Securities Exchange Act of 1934.

Certification of Executive Vice President and Chief Financial Officer of ITC*DeltaCom, Inc. pursuant
to Rule 13a-14(a) or Rule 15d-14(a) under the Securities Exchange Act of 1934.

Certifications pursuant to Rule 13a-14(b) or Rule 15d-14(b) under the Securities Exchange Act of
1934 and 18 U.S.C. 1350.

*  Filed herewith. : . .
t  Confidential treatment has been granted for this exhibit. The copy filed as an exhibit omits the information
subject to the confidential treatment request. -
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ITCADELTACOM, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(In thousands, except share data)’

CURRENT ASSETS:
Cashand cashequivalents . ... ...t iiiinrrr it :. ...............
ReSIACE CSI . o . oottt ie et et v aanaaars i sar e sancaseitaoarasraaassarraanans
Accounts receivable, less allowance for doubtful accounts of $4,772 and $9,237 in 2006 and 2005,
TESPECHIVELY ... e
IRVEIIOTY .« oot nt st ot e s seannaae s s anassanaoriataanasonsaastsiaunnssssassns
Prepaidexpenses and other ... ... ... i ea e e

TOtal CUTTEIE ASSELS 4 v v oo v v s ee e et v namsamcaassssrannneeeissasnnansansesssass

PROPERTY, PLANT AND EQUIPMENT, net of accumulated depreciation of $147, 110 and $89,828 in
2006 and 2003, respectively (Note 5} . ... ..o oot e

OTHER LONG-TERM ASSETS: '
. GoodwIll (NOte ) ...\ oevert et iiii i it ieeanaas e aa s e
Other intangible assets, net of accumulated amortization of $10,585 and $8,046 in 2006 and 2005,
respectively (NOLE 6} . .. ... . i e e
OUher TIONG-IETI BSSEES . . 4 v v vttt e v e e tvr s memam e etssanasssabsanssbeasansionoansns

Total other lONg-term ASSEIS ... ... iieieviinrernnrnaocerrreans e
TOtAl BSSEIS ..o\t vv ot et iae et e ae et ea i

LIABILITIES AND STOCKHOLDERS’ EQUITY (DEFICIT)
CURRENT LIABILITIES:

Accounts payable:

) T e

CONSIUCHON . ..ottt tine s ee s saoanrsacnnosetsoetnasnnarissasessecnranaissn
ACCTUE IMIETESL .\ o\ v vt ot i o cm e te i en s ia s baatsrranansaasoassansssarannnnenns
Accrued COMPENSAON . ......vuvrerirrennnareiaraarsarssssssrsnnnnnes it
Uncamedrevenue (NOLE 2) ... .o it aiiicinniarnarnanananasens i
Other accrued liabilites (Note 11) ... oot i i e e
Current portion of other long-term Habilities ... ...ococoiiii i e
Current portion of long-term debt and capital lease obligations (Note 7} . .. ... .. e

Total current lHabilities ... .. .ot oottt ettt iirarer s ranaaasaasscerasnnnsns

LONG-TERM LIABILITIES: .
Other long-term liabilities (Note 11y ........ ...t T
Long-term debt and capital lease obligations (Note 7} ... ... it

Total long-term Liabilities ... ... . iiiiiriinnr s it

CONVERTIBLE REDEEMABLE PREFERRED STOCK (Note 9): '

Par value $0.01: 665,000 shares designated Series A in 2002; 201,882 and 190,286 ‘shares issued and
outstanding in 2006 and 2005, respectively, entitled to redemption value of $100 per share, plus
accrued and unpaid dividends .. ... . ... e i e e

Par value $0.01; 1,200,000 shares designated Series B in 2003; 607,087 and 572,071 shares issued and
outstanding in 2006 and 2005, respectively, entitled to redemption value of $100° per share, plus

accrued and unpaid dividends . ....... .. .. e e i i e
Par value $0.01; 28,000,000 shares designated Series C in 2005; 0 shares issued in 2006 and 2005;
entitled to redcmptlon value of $1 per share, plus accrued and unpaid dividends . ...............
Total convertible redeemable preferred Stock .. .......ovvvvein it et
COMMITMENTS AND CONTINGENCIES (Notes 1, 7 and 12)
STOCKHOLDERS' (DEFICIT):
Common stock, par value $0.01; 350,000,000 shares authorized; 18,766,942 and lS 745,070 shares
issued and outstanding in 2006 and 2005 respectively (Note 10} .. ...... ..o iineiiiannn
Additional paid-in CADHAL . ... ..o\ e tit ittt e e e
Warrants outstanding (Note 10) ... ... i e et
Accumulated deficit............... G e e aee e eda s arEe T et et
Total stockholders’ (deficit) .. ....vuvnnn s i e
Total liabilities and stockholders’ (deficit) ...... ... ..ot iier ity

See accompanying notes to consolidated financial statements.
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December 31,

2006 2005
$ 67643 $ 69,360
1,008 1,108
58,679 62,356
5,340 4,766
5,278 4,883
137,948 142,473
242,519 254,558
35,109 35,109
9,887 12,320
10,119 12,298
55,115 59,727
$ 435,582 § 456,758
$ 31,567 § 34,108
5,780 6,592
9,865 2,349
4,195 5,565
20,622 19,128
22,624 21,840
— 980
19,286 7,105
113,939 97,667
3,173 4,675
335,339 317,597
338,512 322,272
18,555 17,115
55,615 51,358
74,170 68,473
187 187
288,025 286,506
27,492 27,492
(406,743)  (345,339)
(91,039) (31,654)

$ 435,582 3§ 456,758




ITC "DELTACOM, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF QPERATIONS
(In thousands, except share data)

1

Year Ended December 31,
2006 2005 2004
OPERATING REVENUES:
Integrated communications services ....... A $ 381,766 3 414969 $ 467,629
Wholesale services . ............ B T 81,785 83,232 96,449
Equipment sales and related services ..................... 24,089 120,200 19,549
TOTAL OPERATING REVENUES .......... e 487,640 520,401 583,627
COSTS AND EXPENSES:
Cost of services and equipment, excluding depreciation and
amortization . ............ ... ..., e 244278 268,123 290,923
Selling, operations and administration .................... 182,873 195,496 221,922
Depreciation and amortization .......... ... ... ... ... 59,832 53,187 87,108
Merger-related expenses (Note 3) .. ...................... — 135 . 4,828
Asset impairment loss (Note4) .. ....... ... .. oL — 13,373 203971
Total operating eXpenses . ...............cceuueeen.. 486,983 530,314 808,752
OPERATING INCOME (LOSS) .......... e 657 (9.913) (225,125)
OTHER (EXPENSE) INCOME:
Interestexpense . ... ... .o i (57,625) (40,508) (21,309
Interest INCOME . ... . it e 2,678 1,057 430
Debt issuance cost write-off .. ... .. ... .. .. ... .. ... — (3,948) —_
Other income (8Xpense) ... ... ...t 831 2,463 (1.224)
Total other expense,met ........................... (54,116) (40,936) (22,103)
LOSS BEFOREINCOMETAXES ............. ... .ccccoo... (53,459) (50,849) (247,228)
INCOME TAXES (Note 8) . ..o ittt cin e e — — —
NET LOSS ..o e e (53,459) (50,849} (247 .228)
PREFERRED STOCK DIVIDENDS AND ACCRETION ........ (7.445) (6,957 (9,345)
NET LLOSS APPLICABLE TO COMMON STOCKHOLDERS .... $§ (60,904) $ (57.,806) $ (256,573)
BASIC AND DILUTED NET LOSS PER SHARE APPLICABLE
TO COMMON STOCKHOLDERS . ....................... $ (325 § 3.1 $ (14.72)
BASIC AND DILUTED WEIGHTED AVERAGE COMMON

SHARES OUTSTANDING (Note 10y ...................... 18,751,067 18,598,549 17,426,546

See accompanying notes to consolidated financial stitements.
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ITCADELTACOM, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY (DEFICIT)
{In thousands, except share data);

BALANCE, January 1, 2004
Common stock options and units
exercised
Deferred compensation . .. .. ...
Accretion of differences between
carrying value and redemption
value of Series A and Series B
preferred stock (Note 9)
Stock dividends declared and
accrued on Series A and Series
B preferred stock .. ........ "
Conversion of Series A preferred
stock into common stock .. ..
Unclaimed shares from '
reorganization
Netloss ....................

BALANCE, December 31,2004 . ...
Common stock units
-exercised
Deferred compensation
Accretion of differences between
carrying value and redemption
value of Series A and Series B
preferred stock (Note 9)
Stock dividends declared and
accrued on Series A and Series
B preferred stock .. .........
Issuance of Series C warrants
(Note 1)
Issuance of Series D warrants
(Note 10) .
Netloss ....................

BALANCE, December 31, 2005 ....
Common stock units
exercised
Deferred compensation
Accretion of differences between
carrying value and redemption
value of Series A and Series B
preferred stock (Note 9)
Stock dividends declared and
accrued on Series A and Series
Bpreferredstock . ..........
Conversion of Series A preferred
stock into common stock .. ..
Net loss

BALANCE, December 31, 2006 ....

Total
Additional ; Stockholders’
Commen Stock Pa;d!?i'l'lﬂ ! Warrants Eq:ityers
Shares Amount  Capital : Qutstanding Deficit _ (Deficit)
17,282,768  $173  $265,108 $ 6,892 $ (31,460) $ 240,713
53,072 | 15 . 116
1,771 1771
|
| (3478)  (3478)
i (5.867)  (5.867)
’ |
1027578 10 17,606 | 17,616
]
(3,849) |
‘ | (247228)  (247,228)
18.359,569 184 2846001 6,892  (288,033) 3,643
|
385,501 3 3) . —
1,909 , 1,909
{
.i (1,035 (1,035)
|
* (5.922)  (5.922)
L 7,600 7,600
| 13,000 - 13,000
| (50,849)  (50.849)
18,745,070 187 286,506 = 27,492  (345839)  (31,654)
21,583 f‘ —
1514 ! 1,514
i
i .
| (1,035)  (1,035)
| (6410)  (6,410)
289 51 5
| (53459) (53,459
18,766,942  $187 $288,025 - $27,492  $(406,743) $ (91,039)
]
| statements.

See accompanying notes to consolidated financial
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ITCADELTACOM, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
Year Ended December 31,
_ 2006 2005 2004
CASH FLOWS FROM OPERATING ACTIVITIES:
L= T $(53,459) $ (50,849) $(247,228)
Adjustments to reconcile net loss to net cash provided by operating
activities: )
Depreciation and amortization ..............c..ccieenn.. 59,832 53,187 87,108
! Amortization of debt issuance costs and debt discount . ... .. 7.928 5,195 572
Write off of debtissuance costs . .........ciiniinnnen, —_ 3,948 —_
Interestpaidinkind . ... .. ... .. ... il 6,620 2,516 —
Baddebtexpense ...t 3,519 8,530 8918
Net gain on sale of fixed and intangible assets ............ (668) (1,870) —
Net gain on settlement of long-termlease ................ -_— (1,171) —
Assetimpairmentloss ............ ... ... .. i, — 13,373 203,971
Stock based cornpensatwn ............................ 2,568 2,168 1,771
Changes in current operating assets and liabilities (excluding the
effects of acquisitions):
Accounts receivable, net ... ... ... Liiiii 271 759 (7,459)
Other current assets . .....vvvn et i iranrr e eee e 967 {1,369) 3,787
Accountspayable . ......... ... ... L il (2,561) (3,634) (22,528)
Accrued interest . ... ... ... .. i 7,516 753 78
Uneamedrevenue . ... ... .. ... . itiinrairnennnns 1,493 (1,131) (1,272)
Accrued compensation and other accrued liabilities ........ (3.416) (1,956) 1,008
Total adjustments ..............couiviiriiinn..a. 82,135 79,298 276,044
Net cash provided by operating activities ............ 28,676 28,449 28,816
CASH FLOWS FROM INVESTING ACTIVITIES:
Capital expenditures . ........ ... ittt i (46,068) (29,427) (48,321
Change in accounts payable-construction . ....................... (812) 1,102 (1,188)
Change inrestricted cash,net . .. ... ... ... oo, 99 142 790
Proceeds from the sale of erdeltacom data center assets ............. — 25,859 —
Proceeds from sale of fixed and intangible assets . _................ 1,576 1,054 —_
Payments for accrued restructuring and merger costs _ :
(Notes3and 11) ... ... it it ienanenarnannn (1,406) (4,880) (10,781
L 1111 (302) (273) (1,356)
Net cash used in investing activities ............. .. (46,913) (6,423)  (60,856)
CASH FLOWS FROM FINANCING ACTIVITIES:
Repayment of long-term debt and capital lease obligations .......... (3,419) (211,031) (16,576)
Proceeds from issuance of Series B preferred stock and common stock
warrants, net of issUaANCECOSES ... .. .o vttt e e — —_ 15,000
Proceeds from issuance of secured loans and stock warrants, net of
issuance costs and other long-term debt restructuring costs ........ 19939 241,766 —
Proceeds from exercise of common stock options .................. — — 116
Net cash (used in) provided by financing activities ................. 16,520 30,735 (1,460)
CHANGE IN CASH AND CASH EQUIVALENTS ................... (1,717 52,761 (33,500)
CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOD . .... 69,360 16,599 50,099
CASH AND CASH EQUIVALENTS ATEND OFPERIOD ............ $67.643 $ 69,360 $ 16,599
SUPPLEMENTAL CASH FLOW DISCLOSURES:
Cash paid forinterest ........................... e $35561 $ 32,044 § 21,231
NONCASH TRANSACTIONS:
Preferred stock dividends and accretion .. .. ... .o iniiiiiaan $ 7445 $ 6957 $§ 9345
Equipment purchased through capital leases ...................... 5 95 $ — 8 —
Stock based compensation .......... ..o e $ 2568 § 2168 3 1,771

See accompanying notes to consolidated financial statements.
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ITCADELTACOM, INC. AND SUBSIDIARIES
" NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. Nature of Business and Basis of Presentation

Nature of Business

ITC*DeltaCom, Inc. (“TFC*DeltaCom™ and, together with its wholly-owned subsidiaries, the “Company™)
provides integrated communications services in the southeastern United States. The Company delivers a
comprehensive suite of high-quality voice and data telecommunications services, including local exchange, long
distance, high-speed or broadband data communications, and Internet connectivity, and sells customer premise
equipment to the Company's end-user customers. The Company offers these services primarily over its owned
network facilities and also uses leased network facilities to extend its market coverage. In addition, the Company
owns, operates and manages an extensive fiber optic network with significant transmission capacity that it uses
for its own voice and data traffic and selectively sells to other communicati:ons providers on a wholesale basis.

Regulation '
The Company is subject to certain regulations and rcqmrements of the Federal Commumcatlons
Commission (the “FCC") and various state public service commissions.

Liquidity : . '

Prior to 2006 the Company incurred operating losses, although the Company generally has experienced
positive cash flow from operations. The Company has an accumulated deficit of $406.7 million as of
December 31, 2006, which has accumulated since the consummation of its reorgamzahon on October 29, 2002
under Chapter 11 of the United States Bankruptcy Code. In the second half’ of the year ended December 31, 2004,
in response to adverse operating trends, the Company took action to limit capital cxpendnures reduce the size of
its workforce, and implement other measures to manage cash resources. As a result of these initiatives, and
transactions completed in the year ended December 31, 2005, the Company achieved significant improvements
in its liquidity position as of December 31, 2005, which it has maintained t]}rough December 31, 2006.

On March 29, 2005, the Company completed a restructuring (the “March 2005 restructuring”) of its existing
$259.7 million of secured indebtedness and entered into a new $20 million subordinated secured term loan
agreement with the Welsh Carson securityholders, which the Company drew down in fuil on the restructuring
date. The Company’s existing lenders required the new loan as a condition of the restructuring. The purpose of
the restructuring was to stabilize the Company’s liquidity position and obtain a deferral of principal payments on
most of its secured indebtedness until June 2006. In the restructuring, the Company replaced all $22 million of
obligations outstanding under its principal capital leases with loans in the same amount under the senior credit
facility. In connection with this loan, the Company issued to the Welsh Carson securityholders warrants (the
“Series C warrants™) to purchase 6,600,000 shares of common stock at an initial exercise price of $1.80 per
share. The Series C warrants have a ten-year term from the issue date. See Note 7 for terms of the secured
indebtedness following the March 2005 restructuring and Note 10 for terms of the Series C warrants,

On July 26, 2005, the Company completed transactions (the “July 2005 refinancing™) in which it issued new
senior secured indebtedness totaling $259.8 million and warrants and refinanced substantially all of its existing
secured indebtedness. ‘

The Company issued $209 million principal amount of first lien, senior secured notes due 2009 (the “first
lien notes™) and used the proceeds of this issuance to repay in full the Company’s former $204 million senior
secured credit facility, which was terminated, and to pay accrued interest under the facility as well as transaction
costs. As a result of the repayment in full of the former senior credit facility, the Company expensed $3.9 million

F-7




of unamortized debt issuance costs, which is reflected as a component of “Other (expense) income” in the
accompanying consolidated statements of operations for the year ended December 31, 2005. See Note 7 for terms
of the secured indebtedness following the July 2005 refinancing.

The Company also issued $50.8 million principal amount of third lien, senior secured notes due 2009 (the
“third lien notes™). Of this amount, the Company issued $30 million principal amount of third lien notes to new
investors for cash and $20.8 million principal amount of third lien notes to the Welsh Carson securityholders in
exchange for $20 million principal amount of notes plus capitalized interest evidencing the subordinated secured
loan the Welsh Carson securityholders had extended in connection with the March 2005 restructuring. In
connection with the issuance of the third lien notes, the Company issued 9,000,000 warrants (the “Series D
warrants”} to the third lien note purchasers other than the Welsh Carson securityholders. Each Series D warrant
will entitle the holder to purchase shares of a new issue of the Company’s 8% Series C Convertible Redeemable
Preferred Stock (the “Series C preferred stock™) or shares of common stock. Each share of Series C preferred
stock will be convertible into .4445 of one share of the Company’s common stock (subject to antidilution
adjustments}. See Notes 9 and 10 for terms of the Series D warrants and the Series C preferred stock,

The Company also entered into an amendment to its Jjunior (second lien) credit agreement that extended the
maturity date of the $55.7 million of loans thereunder from June 30, 2009 to August 26, 2009, eliminated all
scheduled principal payments prior to maturity, and increased the rate at which interest accrues on such loans.

On October 31, 2006, the Company negotiated modifications to an unsecured vendor note in an original
principal amount of $7.1 million which the Company had assumed in connection with its acquisition of BTl in
2003. As part of the March 2005 restructuring, the Company had obtained an extension of the original maturity
date of the note from April 30, 2006 to October 31, 2006. The modifications provided for payment of $2.27
million of principal on October 31, 2006, $2.4 million of principal plus interest payments over 36 monthly
installments beginning November 1, 2006, and $2.4 million principal on October 1, 2009, with interest payable
monthly, and increased the rate at which interest accrues on the note.

On November 10, 2006, the Company placed with institutional investors $21 million principal amount of
additional first lien notes with the same payment terms and the same July 26, 2009 maturity date as the first lien
notes issued in connection with the July 2005 refinancing.

In accordance with its strategy to sell on a selected basis assels that are not integral to its network
operations, on September 1, 2005, the Company sold its e*deltacom data center facility located in Suwanee,
Georgia and substantially all of the assets related to the e*deltacom business for a sale price of approximately
$25.8 million. The e*deltacom business provided managed colocation, hosting, security data slorage, monitoring
and networking services and hardware solutions. This transaction resulted in net cash proceeds of $25.9 million
after working capital adjustments and costs and expenses associated with the sale. The Company recognized a net
gain on sale of the assets of $3.2 million, which is'reflected as a component of “Other (expense) income™ in the
accompanying consolidated statements of operations for the year ended December 31, 2005. During the year
ended December 31, 2006 the Company sold surplus property and equipment totaling $1.6 million for which the
Company recognized a net gain on the sale of the assets of $668,000, which is reflected as a component of
“Other (expense) income” in the accompanying consolidated statements of operations for the year ended
December 31, 2006,

Reverse Stock Split

On September 1, 2005, the board of directors of ITCADeltaCom declared a one-for-three reverse split (the
“reverse stock split”) of ITC*DeltaCom’s outstanding shares of common stock Lo be effective for holders of
record at the close of business on September 12, 2005. Upon effectiveness of the reverse stock split on
September 13, 2005, each three shares of issued and outstanding common stock was reclassified and combined
into one share of common stock {Note 10). The number of shares of common stock outstanding as reflected in
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the accompanying consolidated balance sheets, the consolidated statements of stockholders’ equity (deficit), the
basic and diluted weighted average common shares outstanding and basic and diluted net loss per common share
as reflected in the accompanying consolidated statements of operations, and the related information in the notes
to consolidated financial statements have been retroactively adjusted to reflect the reverse stock split as of and
for all other periods presented. The reduction in par value of outstanding common stock as a result of the reverse
stock split, which in the aggregate totaled $374,000, has been reclassified to additional paid-in-capital in the
accompanying consolidated balance sheets and consolidated statements of stockholders’ equity (deficit) as of the
dates of the transactions and balances presented.

Segment Disclosure %

The Company operates in one segment.

Basis of Presentation

The accompanying consolidated financial statements are prepared on the accrual basis of accounting in
accordance with accounting principles generally accepted in the United States. The consolidated financial
statements include the accounts of ITCADeltaCom and its subsidiaries. All significant intercompany transactions
and balances have been eliminated in consolidation. Certain reclassifications have been made in the presentation
of the financial statements for the years ended December 31, 2005 and 2004, to conform with the presentation of
the financial statements for the year ended December 31, 2006. ‘

+
1

2. Summary of Significant Accoun}ing Policies

]

Accounting Estimates

The preparation of financial statements tn cbnformity with accounting iarinciples generally accepted in the
United States requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities, the disclosure of contingent assets and liabilities at the date of the financial statements, and the
reported amounts of revenues and expenses during the reporting period. The most critical estimates and
assumplions are made in determining the allowance for doubtful accounts, inventory valuation, recoverability of
long-lived assets, useful lives of long-lived assets, accruals for estimated liabilities that are probable and
estimatable, expected results of disputed vendor charges for cost of services, restructuring liabilities, valuation
allowances associated with deferred tax assets, and anticipated results of litigation and claims. Actual results
could differ from these estimates. ‘

|

Cash and Cash Equivalents

The Company considers all short-term highly liquid investments with an original maturity date of three
months or less to be cash equivalents. The Company classifies any cash or investments that collateralize
outstanding letters of credit or certain operating or performance obligations of the Company as restricted cash.
The classification of restricted cash on the consolidated balance sheet as curfent or noncurrent is dependent on
the duration of the restriction and the purpose for which the restriction exists.

Allowance for Doubtful Accounts i

The Company records an allowance for doubtful accounts based on specifically identified amounts that it
believes to be uncollectible. The Company also records an additional allowance based on certain percentages of
its aged receivables, which are determined based on its experience and assessment of the general financial
conditions affecting its customer base. The reduction in the Company’s allowance for doubtful accounts and in
its outstanding accounts receivable as well as its days sales outstanding at Deécember 34, 2006 was primarily
attributable to strict enforcement of its credit policy combined with the termination of its product offering to
residential customers in November 2005. If the Company’s actual coliections experience changes, revisions to its
allowance may be required. The Company has a large number of customers with individually small amounts due
at any given balance sheet date. Any unanticipated change in the creditworthiness of any such customer or other
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matters affecting the collectibility of amounts due from such customers would not have a material effect on the
Company’s results of operations in the period in which such changes or events occur. Account balances are
charged off against the allowance after all means of collection have been exhausted and the potential for recovery
is considered remote. The Company does not have any off-balance sheet credit exposure related to its customers.

Inventory

. | .
Inventory consists primarily of customer premise equipment held for resale and is valued at the lower of
cost or market, using the first-in, first-out method.

Long-Lived Assets

In accordance with provisions of Statement of Financial Accounting Standards (“SFAS”) No. 144,
“Accounting for the Impairment or Disposal of Long-Lived Assets,” the Company conducts reviews of its long-
lived assets (property and equipment and finite-lived intangible assets), in conjunction with its current business
plans and operating trends at least annually for possible impairment of those assets, and further conducts such
reviews for impairment whenever events or changes in circumstances indicate the carrying amount of an asset
may not be recoverable. Recoverability of assets to be held and used is measured by comparing the carrying
amount of an asset to the future cash flows expected to be generated by the asset. The Company’s impairment
review is based on cash flow analysis at the lowest level for which identifiable cash flows exist. If the carrying
amount of an asset exceeds its estimated future cash flows, an impairment charge is recognized to the extent that
the carrying amount of the asset exceeds the fair value of the asset. Management's estimate of the future cash
flows attributable to its long-lived assets and the fair value of its businesses involve significant uncertainty.
Those estimates are based on management’s assumptions of future results, growth trends and industry conditions,
Assets to be disposed of are reported at the lower of the asset’s carrying amount or fair value, less the cost to sell.

Substantially all prdpcrty, plant and equipment was revalued to estimated fair value, which became the
Company’s new cost basis, as of October 29, 2002, the effective date of the Company’s plan of reorganization
under Chapter 11 of the United States Bankruptcy Code. In addition, depreciable lives of some assets were
changed. . ' .

Property, Plant and Equipment -

Property, plant and equipment are stated at the Company’s cost basis which is for assets acquired prior to
October 29, 2002, estimated market value in accordance with “fresh start reporting”, at cost for assets acquired
subsequent thereto, and reduced for impairments recognized in prior years. Depreciation begins when property,
plant and equipment are placed in service. The cost to maintain, repair and replace minor items of property, plant
and equipment is charged to selling, operations and administration expense as the cost is incurred. Depreciation
of property, plant and equipment is provided using the straight-line method over the following estimated useful
lives:

Years
Buildings and towers .......... ... ittt i e e 33to 40
Fiberopticmetwork ......... ... oo e 121020
* Furniture, fixtures and office equipment ................................. S5to 10
Transmission equipment, electronics andother . .. ......................... 2t0 10
Vehicles ... o e e e 3ol
Computer hardware and software ... .............. .. ... . ... .c....... Jws

The Company capitalizes costs associated with the design, deployment and expansion of its retwork and
operating support systems, including internally and externally developed software. Capitalized external software
costs include the actual costs to purchase software from vendors. Capitalized internal software costs include
personnel costs directly associated with development, enhancement and implementation of software. Applicable
interest charges incurred during the construction of new facilities are capitalized as elements of cost and are
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depreciated over the assets’ estimated useful lives. No interest was capitalized for any of the three years in the
period ended December 31, 2006. ;
' |

Customer Acquisition Costs l

The Company capitalizes customer installation and acquisition costs. Customer installation costs represent
nonrecurring fees paid to other telecommunications carriers for services performed by the carriers when the
Company orders facilities in connection with new customers acquired by the Company. Customer acquisition
costs include internal personnel costs dlrect]y associated with the provisioning of new customer orders. Customer
installation and acquisition costs are amortized on a straight-line basis over the two-year average term of the

customer contracts, consistent with the corresponding deferred revenue earned under the contracts.
¥

Intangible Assets

'
The Company accounts for goodwill and other intangible assets under the provisions of SFAS No. 142,
“Goadwill and Other Intangible Assets.” SFAS No. 142 provides that goodw1ll and other separately recognized
intangible assets with indefinite lives are not amortized, but are subject to at least an annual assessment for
impairment. See Note 6 for information regarding the Company’s mtanglbl? assets.

Goodwill represents the excess of the purchase price over the fair value of the net assets acquired in
business combinations accounted for as purchases. The Company evaluates'goodwill on an annual basis and
whenever events or circumstances indicate that goodwill might be impaired: The Company determines
impairment by comparing the net assets of each reporting unit to the fair va]ue of such net assets. The Company
has identified, as two reporting units, its retail group, which consists of those assets and liabilities associated with
servicing the Company’s retail customer base, and its wholesale group, whlch consists of those assets and
liabilities associated with servicing the Company’s wholesale customer base If a unit’s net assets exceed its fair
value, an implied fair value of goodwill must be determined by assigning lhe unit’s fair value to each asset and
liability of the unit. The excess of the fair value of the reporting unit over the amounts assigned to its assets and
liabilities is the implied fair value of goodwill. An impairment loss is measured by the difference between the
goodwill carrying value and the implied fair value.

The Company evaluates the recoverability of indefinite-lived intangible assets on an annual basis and
whenever events or circumstances indicate that these assets might be impairEd. The Company determines
impairment by comparing an asset’s carrying value to estimates of fair value using the best information available,
which requires the use of estimates, judgments and projections. In the event impairment exists, a loss is
recognized based on the amount by which the carrying value exceeds the fair value of the asset.

i

Definite-life intangibles include the value associated with customer bases acquired. The Company evaluates
the recoverability of definite-life intangible assets when events or circumstances indicate that these assets might
be impaired. The Company determines impairment by comparing an asset’s 'carrymg value to estimates of the
sum of the future cash flows expected to result from the Company’s asset, undiscounted and without interest
charges. If the carrying amount is less than the recoverable amount, a loss is,recognized based on the amount by
which the carrying value exceeds the fair value of the asset. Definite-life intangibles are amortized over their
useful lives of 5 to 8 years. }

Debt Issuance Costs o ' R

Other long-term assets primarily consist of debt issuance costs that are amortized using the effective interest
rate method over the lives of the related debt.

: 1
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Unearned Revenue

Unearned revenue includes the liability for advance billings to customers for use of the Company's fiber
optic network and for recurring monthly charges for local and data services.

Unbilled Revenue

The Company records revenue for long distance services provided, but not yet billed, to customers,
Approximately $4.0 million and $5.3 million in unbilled revenue is included in accounts receivable in the
accompanying consolidated balance sheets at December 31, 2006 and 2005, respectively.

Income Taxes

The Company utilizes the liability method of accounting for income taxes. Under the liability method,
deferred taxes are determined based on the difference between the financial and tax bases of assets and liabilities
using enacted tax rates in effect in the years in which the differences are expected to reverse. A valuation
allowance has been recorded against deferred tax assets, as the Company is unable to conclude under relevant
accounting standards that it is more likely than not that deferred tax assets will be realizable.

Revenue Recognition

The Company recognizes operating revenues as services are rendered to customers in accordance with Staff
Accounting Bulletin (“SAB”) No. 104, “Revenue Recognition,” of the Securities and Exchange Commission.
The Company generates recurring revenues from its offering of local exchange services, long distance services,
high-speed or broadband data communications services, and Internet services, which include Internet access, and
the sale of transmission capacity to other telecommunications carriers. Revenues from these sources, which
generally consist of recurring monthly charges fot such services, are recognized as services are provided.
Advance billings and cash received in advance of services performed are recorded as deferred revenue.

The Company generates nonrecurring revenues from the sale of telephone systems, other equipment, and
services. Revenues from these sources are recognized upon installation or as services are performed.
Nonrecurring revenues, such as the sale of telephone systems, may be part of multiple element arrangements.
The Company estimates the fair value of the separate elements and recognizes revenues for a delivered element
only when the remaining elements in the arrangerent are delivered. These nonrecurring revenues as a percentage
of total revenues were approximately. 5% in the year ended December 31, 2006, 4% in the year ended
December 31, 2005, and 3% in the year ended December 31, 2004,

In accordance with the guidance provided in Emerging Issues Task Force (“EITF”) Issue 99-19, “Reporting
Revenue Gross as Principal Versus Net as an Agent,” the Company recognizes some revenue net as an agent and
other revenue gross as a principal. For each revenue source, the Company has analyzed the features of the
applicable arrangements and the presence or absence of indicators of net versus gross reporting in those
arrangements. The Company has agreements for such arrangements as discussed in the following paragraphs.

1

On behalf of other telecommunications carriers that are the Company’s customers, the Company procures
certain telecommunications services from major interexchange carriers. The Company also administers for these
customers the contracts to which these telecommunications services are subject. The Company recognizes
revenue equal to the net margin it earns under these arrangements as the third-party carriers provide services. For
these services, the Company recorded revenues of $457,000, $682,000, and $2.9 million for the years ended
December 31, 2006, 2005 and 2004, respectively.

The Company sells broadband transport capacity on facilities owned by utilities under marketing and
management agreements with the ultilities 10 its customers. As compensation for these services, the Company
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receives a percentage of the gross revenue generated by the traffic of these customers on the facilities of the
utilities. Revenue equal to this margin is recognized as services are provided. For these services, the Company
recorded revenues of $3.5 million, $3.9 million, and $5.7 million for the years ended December 31, 2006, 2005
and 2004, respectively. ' i

'

Cost of Services ©

Cost of services includes direct expenses associated with providing services to the Company’s customers
and the cost of equipment sold. These costs include the cost of leasing facilities from ILECs and other
telecommunication providers that provide the Company access connectionsito the Company’s customers, to
certain components of the Company’s network facilities, and between the Company’s various facilities. The
Company utilizes other carriers to provide services where the Company does not have facilities, The Company
utilizes a number of different carriers to terminate its long distance calls outside the southern United States.
These costs are expensed as incurred. Certain of these expenses are billed in advance and certain expenses are
billed in arrears. Accordingly, the Company is required to accrue for expected expenses irrespective of whether
these expenses have been billed. The Company utilizes internal managemeni information to support the required
accruals. Experience indicates that the invoices that are received from other telecommunication providers are
often subject to significant billing disputes. The Company typically accrues for all invoiced amounts unless there
are contractual, tariff, or operational data that clearly indicate support for the billing dispute. Experience also has
shown that these disputes can require a significant amount of time to resolve given the complexities and
regulatory issues surrounding the vendor relationships. The Company maintains reserves for any anticipated
exposure associated with these billing disputes. The Company believes its reserves are adequate. The reserves are
reviewed on a monthly basis, but are subject to changes in estimates and management judgment as new
information becomes available. Given the length of time the Company has historically required to resolve these
disputes, disputes may be resolved or require adjustment in future periods and relate to costs invoiced, accrued or
paid in prior periods. '

Adbvertising Costs : ' .

The Company charges the costs of advertising to expense as incurred. A{dvenising expense for 2006, 2005
and 2004 was $1.3 million, $1.6 million and $2.8 million, respectively. i

|

Fair Value of Financial Instruments |

The following methods and assumptions were used to determine classification and fair values of financial
instruments: '

|

Cash, Cash Equivalents, Accounis Receivable and Accounts Payable

Cash equivalents generally consist of funds invested in highly liquid instruments purchased with an original
maturity of three months or less. The securities are stated at cost, which approximates fair value. The carrying
value of accounts receivable net of the allowance for doubtful accounts and the carrying value of accounts
payable approximated their fair value as of December 31, 2006 and 2005.

Borrowings '

The Company’s long-term obligations are not traded in an organized public market. The fair values of its
first lien, senior secured notes, its second lien secured credit facility and its third lien, senior secured notes are
assumed to approximate their carrying values at December 31, 2006 and 2005 as they are secured by underlying
assets. The Company believes the fair values of the 101/2% senior unsecured notes due September 2007 and the

10% unsecured note included within Long-Term Debt approximate their carrying values at December 31, 2006
and 2005.
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Earnings (Loss) per Share

The Company computes net loss per share in accordance with the provisions of SFAS No. 128, “Earnings
per Share.” Under the provisions of SFAS No. 128, basic and diluted earnings per share (“EPS”) are computed
by dividing net income available to common stockholders by the weighted average number of shares of common
stock and common stock equivalents cutstanding during the period. Basic EPS excludes the effect of potentially
dilutive securities, while diluted EPS reflects the potential dilution that would occur if securities or other
contracts to issue common stock were exercised for, converted into or otherwise resulted in the issuance of
common stock. Common stock equivalents consist of common stock issuable under the assumed exercise of
stock options, restricted stock awards and warrants, computed based on the treasury stock method, and the
assumed conversion of the Company’s issued and outstanding preferred stock. Common stock equivalents are not
included in diluted EPS calculations to the extent their inclusion would be anti-dilutive.

Stock-Based Compensation

On January 1, 2006, the Company adopted the provisions of SFAS No. 123R requiring the recognition of
expense related to the fair value of its stock-based compensation awards. The Company selected the Black-
Scholes valuation model as the method for determining the fair value of its equity awards and uses the modified
prospective transition method, which requires that compensation cost be recognized in the financial statements
for all awards granted after the date of adoption as well as for existing awards for which the requisite service has
not been rendered as of the date of adoption. This method requires that prior periods not be restated. The
Company now recognizes compensation cost on a straight-line basis over the vesting periods of the awards.

Prior to the adoption of SFAS No. 123R, the Company accounted for awards under its stock incentive plans
under the intrinsic value recognition and measurement principles of Accounting Principles Board Opinion
No. 25, “Accounting for Stock Issued to Employees,” as permitted under SFAS No. 123, “Accounting for Stock-
Based Compensation.” As required by SFAS No. 148, “Accounting for Stock-Based Compensation-Transition
and Disclosure,” prior to the adoption of SFAS No. 123R, the Company provided pro forma net (loss) and pro
forma net (loss) per common share disclosures for stock-based awards, as if the fair-value-based method defined
in SFAS No. 123 had been applied (Note 10).

Derivatives

The Company accounts for its derivatives in accordance with SFAS No. 133, “Accounting for Derivative’
Instruments and Hedging Activities,” which was issued in June 1998, and its amendments, SFAS No. 137,
“Accounting for Derivative Instruments and Hedging Activities-Deferral of the Effective Date of FASB
Statement No. 133,” and SFAS No. 138, “Accounting for Derivative Instruments and Certain Hedging
Activities,” issued in June 1999 and June 2000, respectively. As a result, the Company recognized an interest rate
swap in the consolidated financial statements at fair value. Changes in the fair value of the interest rate swap are
recognized in the accompanying consolidated statements of operations. The net amounts paid or received and net
amounts accrued through the end of the accounting period under the Company’s interest rate swap were included
in interest expense. This interest rate swap was settled in the year ended December 31, 2004.

Recent Accounting Pronouncements

The Financial Accounting Standards Board (“FASB”) issued SFAS No. 153, “Exchanges of Non-Monetary -
Assets,” December 2004, which was effective for the Company as of January 1, 2006. Under SFAS No. 153, the
Company will measure assets exchanged at fair value, as long as the transaction has commercial substance and
the fair value of the assets exchanged is determinable within reasonable limits. A non-monetary exchange has
commercial substance if the future cash flows of the entity are expected to change significantly as a result of the
exchange. The adoption of SFAS No. 153 did not have a material effect on the Company’s consolidated results
of operations or financial condition.
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The FASB issued SFAS No. 154, “Accounting Changes and Error Corrections,” a replacement of APB
Opinion No. 20 and SFAS No. 3, June 2005, which was effective for the Company as of January 1, 2006. SFAS
No. 154 applies to all voluntary changes in accounting principle and to changes required by an accounting
pronouncement in the instance that the pronouncement does not include specific transition provisions. APB
Opinion No. 20 previously required that most voluntary changes in accounting principle be recognized by
including in net income of the period of the change the cumulative effect of changing to the new accounting
principle. SFAS No. 154 requires that the new accounting principle be applied to the balances of assets and
liabilities as of the beginning of the earliest period for which retrospective application is practicable and that a
corresponding adjustment be made to the opening balance of retained earnings (or other appropriate components
of equity or net assets in the statement of financial position) for that period rather than being reported in the
statement of operations. When it is impracticable to determine the cumulatwe effect of applying a change in
accounting principle to all prior periods, SFAS No. 154 requires that the new accounting principle be applied as
if it were adopted prospectively from the earliest date practicable. SFAS No. 154 redefines restatement as the
revision of previously issued financial statements to reflect the correction of an error. SFAS No. 154 also
requires that a change in depreciation, amortization, or depletion method for long-lived, non-financial assets be
accounted for as a change in accounting estimate effected by a change in accoummg principle. The adoption of
SFAS No. 154 did not have a matena] impact on the Company’s consolidated results of operations or financial
condition.

L
F '

In June 2006, the FASB issued FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes,”
(“FIN 48™). FIN 48 clarifies accounting for uncertainty in income taxes recognized in a company’s financial
statements in accordance with FASB Statement No. 109, “Accounting for Income Taxes” by prescribing a
recognition threshold and measurement attribute for the financial statement recognition and measurement of a tax
position taken or expected to be taken in a tax return that results in a tax benefit. FIN 48 is effective for fiscal
years beginning after December 15, 2006 and must be applied to all open tax positions upon initial adoption.
Additionally, FIN No. 48 provides guidance on de-recognition, income statement classification of interest and
penalties, accounting in interim periods, disclosure, and transition. This mterpretatxon is effective for fiscal years
beginning after December 15, 2006. The cumulative effect of applying the prowswns of FIN 48 is required to be
reported as an adjustment to tax liabilities and to the opening balance of retained earnings in the year adopted.
‘The adoption of FIN No. 48 is not expected to have a material effect on the Company s consolidated results of
operations or financial condition.

In June 2006, the FASB ratified the consensus on EITF Issue No. 06-3,“How Taxes Collected from
Customers and Remitted to Governmental Authorities Should Be Presented in the Income Statement”
(“EITF No. 06-3"). The scope of EITF No. 06-3 includes any tax assessed by a governmental authority that is
directly imposed on a revenue-producing transaction between a seller and a customer and may include, but is not
limited to, sales, use, value added, Universal Service Fund (“USF") contributions and excise taxes. The Task
Force concluded that entities should present these taxes in the income statement on either a gross or a net basis,
based on their accounting policy, which should be disclosed pursuant to APB Opinion No. 22, “Disclosure of
Accounting Policies.” If such taxes are significant and are presented on a gro'ss basis, the amounts of those taxes
should be disclosed. The consensus on EITF No. 06-3 will be effective for interim and annual reporting periods
beginning after December 15, 2006. The Company currently records all such taxes billed to its customers,
including USF contributions, sales, use and excise taxes on a net basis in its consolidated statements of
operations. The Company will adopt EITF No. 06-3 effective January 1, 2007.

In September 2006, the Securities and Exchange Commission issued SAB No. 108, “*Considering the Effects
of Prior Year Misstatements when Quantifying Current Year Misstatements.” SAB No. 108 requires analysis of
misstatements using both an income statement {rollover) approach and a balance sheet (iron curtain) approach,
referred to as a “dual approach,” in assessing materiality and provides for a one-time cumulative effect transition
adjustment. The Company adopted SAB No. 108 for the year ended December 31, 2006. The adoption of SAB
No. 108 did not have a material effect on the Company’s results of operations and financial condition.
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In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements,” which defines fair value,
establishes a framework for measuring fair value in generally accepted accounting principles, and expands
disclosures about fair value measurements. SFAS No. 157 does not require any new fair value measurements, but
provides guidance on how to measure fair value by providing a fair value hierarchy used to classify the source of
the information. This staternent is effective for fiscal years beginning after November 15, 2007 and interim
periods within that fiscal year. The Company has not determined the effect that adoption of SFAS No. 157 will
have upon its financial statements, which is not reasonably estimable at this time, -

In December 2006, the FASB issued FASB Staff Position No. EITF (00-19-2, “Accounting for Registration
Payment Arrangements” (“FSP EITF 00-19-2"). ESP EITF 00-19-2 addresses an issuer’s accounting for
registration payment arrangements. FSP EITF 00-19-2 specifies that the contingent obligation to make future
payments or otherwise transfer consideration under a registration payment arrangement, whether issued as a
separate agreement or included as a provision of a financial instrument or other agreement, should be separately
recognized and measured in accordance with SFAS No. 5, “Accounting for Contingencies” (“SFAS No. 57). A
“registration payment arrangement” is defined as an arrangement that specifies that the issuer will endeavor to
file a registration statement for the resale of specified financial instruments and/or for the resale of equity shares
that are issuable upon exercise or conversion of specified financial instruments and for that registration statement
to be declared effective by the Securities and Exchange Commission. The arrangement requires the issuer to
transfer consideration to the counterparty if the registration statement for the resale of the financial instrument or
instruments subject 1o the arrangement is not declared effective or if effectiveness of the registration statement is
not maintained. FSP EITF 00-19-2 specifies that if the transfer of consideration under a registration payment
arrangement is probable and can be reasonably estimated at inception, the contingent liability under the
registration payment arrangement must be inctuded in the allocation of proceeds from the related financing -
transaction using the measurement guidance in SFAS No. 5. FSP EITF 00-19-2 also requires certain disclosures
about the terms of each registration payment arrangement, even if the likelihood of the issuer having to make any
payments under the arrangement is remote. FSP EITF 00-19-2 is effective immediately for registration payment
arrangements entered into after December 21, 2006 and for fiscal years beginning after December 31, 2006, and
interim periods within those fiscal years, for registration payment arrangements entered into prior to the issuance
of FSP EITF 00-19-2. The Company adopted FSP EITF 00-19-2 for the year ended December 31, 2006. The
adoption of FSP EITF 00-19-2 did not have a material effect on the Company’s results of operations and
financial condition. :

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and
Financial Liabilities.” SFAS No. 159 permits entities to choose, al specified election dates, to elect to measure
many financial instruments and certain other items at fair value, including recognized financial assets and
financial liabilities except certain items excluded by the statement, and provides that the fair value option may be
applied instrument by instrument, is irrevocable and must be applied to an instrument in its entirety. Unrealized
gains and losses on items for which the fair value option has been elected must be reported in earnings
subsequent to such election. The statement is efféctive for fiscal years beginning after November 15, 2007. The
Company has not determined the effect that adoption of SFAS No. 159 will have upon its financial statements,
which is not reasonably estimable at this time.

3. Mergers and Acquisitions

On September 8, 2004, the Company entered into a merger agreement with Florida Digital Network, Inc.
(“FDN™) and certain FDN stockholders pursuant to which the Company agreed to acquire all of the outstanding
common stock and preferred stock of FDN in exchange for approximately 10,400,000 shases of the Company’s
common stock. Also on September 8, 2004, the Company entered into a merger agreement with NT Corporation
("“NTC") and certain NTC stockholders pursuant to which the Company agreed to acquire all of the outstanding
common stock and preferred stock of NTC in exchange for a maximum of 2,950,000 shares of the Company’s
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common stock. Completion of the FDN merger was a condition to the comi)letion of the NTC merger. Effective
as of December 16, 2004, the Company and certain of its stockholders and FDN and certain of FDN’s
stockholders entered into an agreement pursuant to which the parties mutually terminated the FDN merger
agreement. Effective as of February 28, 2005, the Company, NTC and certain of NTC’s stockholders entered into
an agreement pursuant to which the parties mutually terminated the NTC merger agreement and pursuant to
which the Company agreed 10 extend to NTC $300,000 of credits for future network access services to be
rendered to NTC. In connection with these terminated mergers, the Company incurred expenses totaling
$3.3 million (consisting primarily of financial advisory, legal and accounting fees), which are reflected in
“Merger-related expenses™ in the accompanying consolidated statements of operations.
i
|

4. Asset Impairment ‘ )
1

The Company at least annually, or as events or ¢ircumstances change that could affect the recoverability of
the carrying value of its property, plant and equipment, conducts a comprehensive review of the carrying value of
its property and equipment to determine if the carrying amount of the assets are recoverable in accordance with
SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets” (“SFAS No. 144™),
Recoverability of assets to be held and used is measured by comparison of the carrying amount of an asset to the
future cash flows expected to be generated by the asset. If the carrying amount of an asset exceeds its estimated
future cash flows, an impairment charge is recognized to the extent that the [carrying amount of the asset exceeds
the fair value of the asset. Historically, for purposes of its impairment review, the Company determined its retail
group and its wholesale group as two separate asset groups with identifiable cash flows. Its retail group consists
of those assets and liabilities associated with servicing the Company’s retail customer base, and its wholesale
group consists of those assets and liabilities associated with servicing the Company’s wholesale customer base,

t

In October 2005, property, plant and equipment were reviewed for impairment in view of the Company’s
projected future operating results to evaluate whether changes in circumstances indicated that the carrying
amount of its assets might not be recoverable. For its asset groups, the Company determined that the sum of the
expected future cash flows was greater than the carrying amount of the long-lived asset groups, and therefore that
the asset groups were not impaired, except for certain central office switching assets within its retail group that
were identified with a carrying amount greater than their expected future cash flows. Consequently, the Company
recognized an impairment loss to property, plant and equipment of $7.2 million in the three months ended
December 31, 2005 included in the accompanying consolidated statements ot operations for the year ended
December 31, 2005.

In December 2004, the Company considered the following factors as evidencing the necessity of an
impairment review: underperformance of the Company’s assets relative to expected historical and projected
future operating results; significant negative industry trends; a significant decline in the Company’s common
stock price for a sustained period; and the Company’s market capitalization relatwc to net book value. The
Company determined that the sum of the expected future cash flows was ]ess than the carrying amount of the
retail long-lived asset group (including intangibles) and recognized in the three months ended December 31,
2004, included in the accompanying consolidated statements of operations fér the year ended December 31,
2004, an impairment loss of $199.9 million to its property, plant and equipment and an impairment loss of $4.0
million to its amortizable intangible customer base asset, which was equal to the excess of the carrying amount of
the assets over their fair value in accordance with SFAS No. 144, The Company also performed an impairment
review of its non-amortizable intangible assets, goodwill and trade name associated with its retail unit. After
recognizing the impairment loss to property, plant, equipment and amortizable customer base intangible assets in
accordance with SFAS No. 144, the Company determined, in accordance with SFAS No. 142, that the fair value
of its retail unit exceeded its carrying value, and therefore goodwill was considered not impaired. For its
wholesale asset group, the Company determined-that the sum of the expected future cash flows was greater than
the carrying amount of the long-lived asset group, and therefore its wholesale group long-lived assets (property,
plant and equipment and amortizable intangible customer base assets) were consndered not impaired.
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Goodwill and other separately recognized intangible assets with indefinite lives are not amortized and are
subject to at least an annual assessment for impairment in accordance with SFAS No. 142. The Company
evaluates the recoverability of indefinite-life intangible assets on an annual basis and whenever events or
circumstances indicate that these assets might be impaired. The Company determines impairment by comparing
an asset’s carrying value to estimates of fair value using the best information available, which requires the use of
estimates, judgments and projections. In the event impairment exists, a loss is recognized based on the amount by
which the carrying value exceeds the fair value of the asset.

The Company had identified its trade names as indefinite-life intangibles. In the three months ended
September 30, 2005, the Company discentinued use of its BTI trade name and recognized an impairment loss of
$600,000, which was the amount by which the asset’s book value exceeded its fair value. In the three months
ended December 31, 2005, the Company determined to discontinue future use of its ITCADeltaCom trade name
as soon as the new trade name could be determined, and recognized an impairment loss of $5.6 million, which
was the amount by which the asset’s book value exceeded its fair value.

The Company concluded that its long-lived assets associated with its two separate asset groups were not
impaired as of December 31, 2006. Management’s estimate of the future cash flows attributable to its long-lived
assets and the fair value of its businesses involve significant uncertainty. Those estimates are based on
management’s assumptions of future results, growth trends and industry conditions. Management will continue
to assess the Company’s assets for impairment as events occur or as industry conditions warrant.

5. Property, Plant and Equipment

Balances of major classes of property, plant and equipment and the related accumulated depreciation as of
December 31, 2006 and 2005 were as follows (in thousands):

" December 31,

2006 2005
5 T $ 2505 $ 2,536
Buildingsandtowers ............ ... ... . o i 29,694 30,614
Furniture, fixtures and office equipment . .................... 24,300 15,451
Vehicles ... .. e e 737 641
Fiberopticnetwork ............ ..., - 84,354 83,215'
Transmission equipment and electronics .. ................... 246,760 208,795
388,350 | 341,252
Less accumulated depreciation ............ N (147,110) (89.828)
, 241,240 251,424
Assets under Construction . ........c.vvercvneeranaeeennnnn 1,279 3,134
Property, plant and equipment, net ...............c...coouun.. $ 242,519 $254,558

In accordance ‘with SFAS No. 144, in the three months and year ended December 31, 2005, the Company
recognized an impairment loss of $7.2 million to property, plant and equipment, and in the three months and year
ended December 31, 2004, the Company recognized an impairment loss of $199.9 million to property, plant and
equipment (Note 4), The Company did not incur an asset impairment loss for the year ended December 31, 2006.
The cost and accumulated depreciation of property, plant and equipment has been reduced for impairments
recognized in prior years. Depreciation expense was $57.3 million, $50.6 million, and $83.6 million for the years
ended December 31, 2006, 2005 and 2004, respectively.
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6. Intangible Assets \ .

Intangible assets and the related accumulated amortization as of December 31, 2006 and 2005 were as
follows (in thousands): '

December 31,
2006 2005
GoodWill ... e ... $35109  $35,109
Other intangible assets: i
Customer base ........coivieit i iin e b $ 20,316 320,316
Trade MAmME . .. .o e e e e, 156 50

20,472 20,366
...... e (10,585)  (8,040)

Intangible assets, net ....................... .. ..., cebee 89,887 $12,320

Less accumulated amortization

The book value of goodwill was $35.1 million at December 31, 2006 aﬁd December 31, 2005. Goodwill is
related to the acquisition of BTI in 2003.

1 . .

The Company had identified its trade names as indefinite-life inta.ngibl{:s. The book value of this indefinite-
life intangible was $6.2 million at December 31, 2004. In accordance with SFAS No. 142, in the year ended
December 31, 2005, the Company recognized an impairment loss of $6.2 million to its trade names (Note 4). In
accordance with SFAS No. 144, for the three months and the year ended December 31, 2004, the Company
recognized an impairment loss of $4.0 million to its retail unit customer basé asset (Note 4). Ameortization
expense was $2.5 million, $2.5 million, and $3.5 million, for the years ended December 31, 2006, 2005 and
2004, respectively. Amortization expense is estimated to be $2.5 million annually for the years ending
December 31, 2007 through December 31, 2009 and $2.2 million for the year ending December 31, 2010.

The Company did not incur an asset impairment loss for the year ended December 31, 2006.
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7. Long-term Obligations and Capital Lease Obligations
Long-Term Debt

Long-term obligations and capital lease obligations at December 31, 2006 and 2005 consisted of the
following (in thousands):

December 31,
2006 2005
First lien, senior secured notes due July 2009 . . ... ... ... o i e $233,999 - $209.,535
Second lien secured credit facility due August2009 . ............ .. ... ... . ... 56,326 55,900
Thitd lien, senior secured notes due September 2009 10 Welsh Carson securityholders,
net of unamortized discount of $4,658 .. ... ... i 17,661 14,849
Third lien, senior secured notes due September 2009, net of unamortized discount of
BB e 23,353 18,788
10 ¥2% senior unsecured notes due September 2007 .. ... .. ... ool 18,525 18,525
B ¥1% unsecured note due October 2000 . ... ... ... e — 7,072
10% unsecured notes, $2,400 due in 36 monthly installments beginning November 2006
and $2,400due October 2009 .. ... ... .. ... e 4,685 —
Capital lease obligations at varying interest rates, maturing through July 2009 ......... 76 33
Total e e 354,625 324,702
Less CUMTent Matumities . ... ...t ittt et (19,286) {7,105
Total ........ ... e e $335,339  $317,597
Maturities of long-term debt at December 31, 2006 were as follows:
2007 e e e $ 19,286
2008 ...l S L e e e e 841
2000 L. e e 334,498

TOta] . o e e e e $354.625

First Lien, Senior Secured Notes Due July 2009

In connection with the July 2005 refinancing, the Company issued first tien, senior secured notes due 2009
in the aggregate principal amount of $209 million. The Company used the proceeds of the first lien notes to repay
in full the amount the Company's former $204 million senior secured credit facility, which was terminated, and
to pay accrued interest under the facility as well as transaction costs. Interstate FiberNet, Inc. (“IFN”), which is a
wholly-owned subsidiary of ITC*DeltaCom, is the issuer of the first lien notes, which are guaranteed by
ITC*DeltaCom and ITC*DeltaCom’s other subsidiaries. The first lien notes accrue interest, payable quarterly, at
an annual rate equal to the specified London Interbank Offered Rate (“LIBOR™) plus 8%, with the portion of any
interest in excess of a 12% annual rate payable in-kind (“PIK"™)} at the Company's option, and accrue PIK interest,
payable on a quarterly basis, at an annual rate of 0.5%. No scheduled principal payments will be due on the first
lten notes before the maturity date of July 26, 2009. The obligations under the first lien notes are secured by first
priority liens on, and security interests in, substantially all of the assets of ITC*DeltaCom and its subsidiaries.
The Company is subject to financial covenants under the first lien credit agreement, including a maximum capital
expenditures covenant, a senior debt ratio covenant, a total leverage ratio covenant, an interest coverage ratio
covenant, a minimum unrestricted cash covenant, and a minimum consolidated EDITDA covenant (as EBITDA
is defined for purposes of these obligations). As a result of the repayment in full of the former $204 million
senior secured credit facility, the Company expensed $3.9 million of unamertized debt issuance costs, which is
reflected as a component of “Other (expense) income” in the accompanying consolidated statements of
operations for the year ended December 31, 2005.
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On November 10, 2006, the Company placed with institutional investors $21 million principal amount of
additional first Hen notes with the same payment terms and the same July 26, 2009 maturity date as the first lien
notes we issued in connection with the July 2005 refinancing. The Company paid the holders of the outstanding
first lien notes a fee of $611,000 for consenting to amendments to the first lien note agreement made in
connection with the sale of the additional notes. The amendments modified some of the financial and operating
covenants in the agreement to reflect changes required by the issuance of the additional first lien notes,
concurrent modifications to the unsecured vendor note described below, .md operating requirements that include
the additional capital expenditures the Company will make with the new note proceeds. The modifications
affected the maximum capital expenditures covenant, the senior debt ratio covenam the total leverage ratio
covenant and the interest coverage ratio covenant. The amendments also exp.mded the minimum consolidated
EBITDA covenant, under which, as mod1f ed, the Company will be required to maintain consolidated EBITDA
(as defined for purposes of the agreement) as measured by the cumulative sum of consolidated EBITDA for the
preceding 12 months, of at least $60 million at December 31, 2006, $66.7 million at June 30, 2007, $70 million
at December 31, 2007 and $77 million at June 30, 2008. The related covenants under our second lien secured
credit facility and our third lien, seniorl secured notes have also been amendéid to reflect these modifications.

Second Lien Secured Credit Facility Due Augu3172009 ;

In connection with the July 2005 refinancing, the Company entered int¢ an amendment to its junior (second
lien) credit agreement, under which approximately $55.7 million of loans were outstanding at the date of the
refinancing. The amendment extended the maturity date of the loans from June 30, 2009 to August 26, 2009,
eliminated all scheduled principal payments prior to maturity, and increased ‘the annual rate at which interest
accrues. Under the amended agreement, the loans accrue cash interest at an annual rate equal to LIBOR plus
7.75% and accrue PIK interest, payable on a quarterly basis, at an annual rate of 1.75%. The operating and
financial covenants of the second lien credit agreement were modified to be substantially consistent with the
corresponding covenants under the first lien notes and the third lien, senior secured notes.

Following the 2005 refinancing, the obligations under the second lien secured credit facility are secured by
second priority liens on, and security interests in, substantially all of the assets of IFN, which is the borrower
under the credit agreement, ITCADeltaCom and ITCADeltaCom’s other subsidiaries. Under an intercreditor
agreement with the lenders under the first lien notes, the lenders under the second lien secured credit facility are
subject to standstill provisions restricting their ability to enforce their rcmedles upon an event of default by the
loan parties or an insolvency of the loan parties until all obligations under the first lien notes have been paid in
full. Following payment in full of the first lien notes, the obligations under the second lien secured credit facility
will be secured by first priority liens on, and security interests in, the assets that previously had secured
obligations under the first lien notes. ‘

Before the March 2005 restructuring, the indebtedness under the second lién secured credit facility was
subordinate to the indebtedness under the Company’s former $204 million senior secured credit facility in right
of payment and priority of security. No principal payments were permitted to be made under the second lien
secured credit facility until all amounts outstanding under the senior secured credlt facility were paid in full. \
Principal amounts outstanding under the facility were payable in quarterly amounts of $3,979,644 from the third
quarter of 2006 through the first quarter, of 2007, in the amount of $13,979,644 for the second quarter of 2007, in
quarterly amounts of $646,331 from the third quarter of 2007 through the first quarter of 2008, and in a final
payment of $27,857,725 on the maturity date of June 30, 2008. Borrowings outstanding under the facility
generally bore interest at an annual rate that was .25% higher than the annual interest rate under the senior
secured credit facility. |

In the March 2005 restructuring, the second lien secured credit facility was amended to extend the maturity
date by one year from June 30, 2008 to June 30, 2009, to defer the commencement of scheduled amortization
payments for four fiscal quarters, and to provide that interest would accrue on outstanding borrowings at a rate of
2.5% in excess of the interest rate payable under the agreement before the restructuring.
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Third Lien, Senior Secured Notes Due September 2009

In connection with the July 2005 refinancing, the Company also issued third lien, senior secured notes due
September 2009 in the aggregate principal amount of $50.8 million. Of this amount, the Company issued $30
million principal amount of third lien notes to new investors for cash and $20.8 million principal amount of third
lien notes to the Welsh Carson securityholders in exchange for $20 million principal amount of notes plus ‘
capitalized interest evidencing the subordinated secured loan that the Welsh Carson securityholders had extended
in connection with the March 2005 restructuring. IFN is the issuer of the third lien notes, which are guaranteed
by ITC*DeltaCom and ITCADeltaCom’s other subsidiaries. The third lien notes accrue interest, payable
quarterly, at an annual rate of LIBOR plus 7.5%, with the portion of any interest in excess of a 12% annual rate
payable in-kind at the Company’s option, and accrue additional PIK interest, payable on a quarterly basis, at an
annnal rate of 4.5%. No scheduled principal payments will be due on the third lien notes before the maturity date
of September 26, 2009. The obligations under the third lien notes are secured by third priority liens on, and,
security interests in, substantially all of the assets of ITCADeltaCom and its subsidiaries. The operating and
financial covenants under the third lien notes are substantially consistent with the corresponding covenants under
the first lien notes and the second lien credit facility. Under an intercreditor agreement with the holders of the
first lien notes and the lenders under the second lien credit agreement, the holders of the third lien notes are
subject to standstill provisions restricting their ability to enforce their remedies upon an event of default by the
third lien note obligors or an insolvency of the third lien note obligors until all obligations under the first lien
notes and the second lien credit agreement have been paid in full.

In connection with the issuance of the third lien notes, the Company issued 9,000,000 Series D warrants to
the third lien note purchasers other than the Welsh Carson securityholders. Each Series D warrant will entitle the
holder to purchase one share of a new issue of the Company’s Series C preferred stock and a portion of an
additional share equal to the cumulative amount of payment-in-kind dividends that would have accrued with
respect to one share from the warrant issue date of July 26, 2005 through the warrant exercise date if such share
had been outstanding. Each share of Series C preferred stock will be convertible into .4445 of one share of the
Company’s common stock (subject to antidilution adjustments). Each Series D warrant also will permit the
holder of the warrant to purchase the number of shares of common stock into which the shares of Series C
preferred stock otherwise issuable under the warrant would be convertible as of the warrant exercise date (Note
10). As described in Note 10, the Company determined the value associated with the Series D warrants to be
$13.0 million as of July 26, 2003, and is amortizing the resulting debt discount to interest cost using the interest
method. Interest cost for the years ended December 31, 2006 and 2005 included $2.9 million and $1.2 million,
respectively, of amortized debt discount.

Subordinated Secured Loan Facility

In the March 2005 restructuring, ITC*DeltaCom and its subsidiaries entered into a subordinated secured
loan agreement with the Welsh Carson securityholders, On the restructuring date, the Company drew down the
full $20 million of borrowings available under this facility. In connection with this loan, the Company issued the
lenders Series C warrants to purchase 6,600,000 shares of common stock (Note 10). The resulting $7.6 million
debt discount is being amortized to interest cost using the interest method. Interest cost for the years ended
December 31, 2006 and 2005 included $1.7 million and $1.3 million, respectively, of amortized debt discount.

Senior Secured Credit Facility

In the March 2005 restructuring, the Company’s existing senior secured credit facility was amended to
increase the principal amount outstanding thereunder to $204.0 million to include $22.0 million of obligations
the Company owed under its principal capital lease facilities. The new agreement contained modified principal
and interest payment terms applicable to facility, indebtedness held by the lenders who elected the restructuring
terms (the “electing lender loans™). At the date of the July 2005 refinancing, electing lender loans amounted to
$167.6 million of total facility indebtedness of $204.0 million. The Company was not obligated to make any
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principal payments, other than specified prepayments, on the electing lender loans until the facility maturity date
of June 30, 2006. Interest accrued on the electing lender loans at a rate of 2. 5% in excess of the interest rate
payable under the agreement before the restructuring. At the date of the J uly 2005 refinancing, the interest rate on
the electing lender loans was 9.74% per annum. The principal and interest payment terms were not modified with
respect to the indebtedness held by the credit facility lenders who did not elect the restructuring terms (the “non-
electing lender loans™). At the date of the July 2005 refinancing, non-electing lender loans amounted to

$36.4 million of total facility indebtedness of $204.0 million. The interest rate on the non-electing lender loans
was 7.24% per annum at the date of the July 2005 refinancing. Based on the amount of the non-electing lender
loans, prior to the facility maturity date, the Company was obligated to make quarterly principal payments of up
to a maximum of $1.2 million in September 2005, $1.2 million in Decémber 2005 and $1.2 million in March
2006, which would have been funded by drawings on a term loan facility. Borrowings under that facility were to
be treated as eIectmg lender loans for purposes of the agreement. |

Lease Obligations

The Company has entered into various operating and capital leases for facilities and equipment used in its
operations. Aggregate future minimum rental commitments under non-cancelable operating leases with original
or remaining periods in excess of one year and maturities of capitalized lease obligations as of December 31,
2006 were as follows (in thousands): ,

Operating  Capital
Leases Leases

2007 e e $14234 3 85
2008 . e 9,168 —
2009 . e 7,492 —
J2010. ...l e e e e [ 4,931 —
o 11 e 2,814
Thereafter ...... ...ttt it e 8,623 —
{ $47,262 85
Less amounts representing interest ... ...... ..ottt %
Present value of net minimum lease payments . ................... AR ' 76
Less current POTON .. ...\ttt iir i ie e e (27)
Obligations under capital leases, net of current portion ............. I $ 49

As part of the March 2005 restructuring, the Company converted into loans under its senior secured credit
facility the $22.0 million of obligations outstanding under its principal capltal lease facilities at the restructuring
date.

Rent expense charged to operations for the years ended December 31, 2006, 2005 and 2004 was
$19.7 million, $17.9 million, and $20.8 million, respectively.

The Company’s assets under capital lease, vehicles, had a gross book value of $95,000 at December 31,
2006. Accumulated depreciation on these capitalized assets was $12,000 at December 31, 2006,
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Other Long-Term Liabilities

In connection with its acquisition of BTI in 2003, the Company assumed $18.5 million principal amount of
unsecured senior notes that accrue interest, payable semi-annually, at an annual rate of 10.5%. The senior notes
were originally issued by BTI in September 1997. In 2001, the notes were amended to remove substantially ail
financial and administralive covenants. The noles are due in full September 2007,

In connection with its acquisition of BTI in 2003, the Company assumed an unsecured vendor note in an
original principal amount of $7.1 million. Before the March 2005 restructuring, the note was payable on demand
on or after April 30, 2006. As part of the March 2005 restructuring, the Company obtained an extension of the
maturity date of the note to October 31, 2006. On'Qctober 31, 2006, the holder of the note agreed to payment
modifications that provided for payment of $2.27 million of principal on October 31, 2006, $2.4 million of
principal plus interest payments over 36 monthly installments beginning November 1, 2006, and $2.4 million
principal on October 1, 2009, with interest payable monthly. Interest on the note, which had accrued at an annual
rate of 8%%, was modified to accrue at an annual rate of 10% on principal balances outstanding after
October 31, 2006.

In connection with its acquisition of BTI in 2003, the Company assumed certain accrued restructuring fees
that are long-term in pature (Note 11).

8. Income Taxes

Details of the income tax (benefit) expense for the years ended December 31, 2006, 2005 and 2004 are as
follows (in thousands): :

Year Ended December 31,
2006 2005 2004
Current: .
Federal . ...t i e e e 5 — $ — $§ —
I 21 £ — — —
Total CUrTent . ... . it i e — —_— —
Deferred: . '
Federal ... ..o i e (9474  (21,561)  (86,540)
1 71~ (1,112} (2,529) 0,181
Increase in valuation allowance . .. ............. ... .o, 10,586 24,090 96,721
Total deferred ............... P —_— ' — —
Total (benefit) expense .........co.oviiiinnnnn. $ — $ — 5 —
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The tax effects of temporary differences between the carrying amounts of assets and liabilities in the
consolidated financial statements and their respective tax bases, which give rise to deferred tax assets and
liabilities, as of December 31, 2006 and 2005 are as follows (in thousands): {

: 2006 2005
Deferred tax assets: .
Net operating loss carry forwards . . ............ ... ... ..... r ... $310,889 $ 283,590
Property impairment . . . ... e e e e L. 80,249 80,249
Accounts receivablereserve ... ... ... i PR 1,165 2.802
Other ................... e PN L. 10,135 8,110

402,438 374,751

Deferred tax liabilities: i

POPEILY -« v e e e e e e e e e e ©(97.409)  (81,429)

0L - (6,434) (5,313)

. (103,843) (86,742)

Netdeferred tax assels .............oo i 208,595 288,009

Valuation allowance . . ... .. ... i i e (298,595)  (288,009)
Net deferred tax Habilities ... ..ivvorrenr e e i 8 — 5 —

At December 31, 2006, the Company had net operating loss carry forwards of approximately $818 million.
At December 31, 2005, the Company had net operating loss carry forwards of approximately $746 million,
including net operating loss carry forwards of approximately $213 million incurred by BTI prior to the date of its
acquisition by the Company. These acquired net operating losses created additional deferred tax assets of $77
million, which are included in the foregoing table. The Company has established a valuation allowance for the
net deferred tax assets associated with these net operating losses. The total change in the year ended
December 31, 2006 in the valuation allowance was $10.6 million. The Company will reduce the valuation
allowance when, based on the weight of available evidence, it is more likely than not that some portion or all of
the deferred tax assets will be realized. Provisions of the Internal Revenue Code limit an entity’s ability to utilize
net operating loss carry forwards in the case of certain events, including significant changes in ownership
interests. During the year ended December 31, 2002, the Company expericncéd an ownership change as defined
in Section 382 of the Internat Revenue Code. The Company’s ability to utilize pre-ownership change losses
totaling approximately $152 million and pre-merger losses of BTI totaling approximately $213 million against
future taxable income will be limited. The loss carry forwards expire in the years ending December 31, 2019
through December 31, 2026. A reconciliation of the federal statutory income tax rate to the effective income tLax
rate for the periods presented is as follows:

) i Year Ended December 31,

, i 2006 2005 2004
. +
Federal statutory rate . ... ...t i i et 3% G4H% (349)%
State income taxes, net of federal benefit ... ... ... ... ... oL e 4 4 4
Permanent differences . ...... ... .o e 2 3 |
Increase in valuation allowance ............ ....ciieiiirinnnenns e _3_6 E 2
Effective iNCOME LAX TAE - . - o o v e e e et e e e e . __Q% _0% __0%

9. Convertible Redeemable Preferred Stock |

. On October 29, 2002, in connection with its plan of reorganization under Chapter 11 of the United Siates
Bankrupicy Code, the Company issued 300,000 shares of a new issue of its 8% Series A Convertible Redeemable
Preferred Stock (the “Series A preferred stock™) for a total purchase price of $30 million. As of October 29,
2002, the Series A preferred stock was convertible into a total of approximately 1,750,000 shares of the
Company’s common stock at a conversion price of $17.15 per share of common stock. On October 29, 2002, the
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Company also issued 1,020,000 warrants, which were exercisable for a total of approximately 340,000 shares of
common stock at an exercise price of $15.35 per share of common stock. In December 2004, a Series A preferred
stockholder that held approximately 50% of the outstanding shares of Series A preferred stock converted those
shares into common stock. As a result, the Company recognized the unamortized discount of $2.2 million
associated with those shares as a reduction of income applicable to common stockholders.

On October 6, 2003, in connection with its acquisition of BTI, the Company issued to some of the Welsh
Carson securityholders a total of 350,000 shares of the Series B preferred stock for a total purchase price of
$35 million. As of October 6, 2003, the Series B preferred stock was convertible into a total of approximately
3,888,889 shares of the Company’s common stock at a conversion price of $9.00 per share of common stock. On
November 11, 2004, the Company exercised its right under the BTT merger agreement to require the Welsh
Carson securityholders to purchase 150,000 additional shares of the Series B preferred stock for an aggregate
purchase price of $15 million. It was a condition to the obligation of the Welsh Carson securityholders to
purchase these shares that the Company have unrestricted cash of less than $20 million.

As of October 29, 2005, for the Series A preferred stock, and October 6, 2006, for the Series B preferred
stock, ITC*DeltaCom has the right, at its option, to redeem for cash the shares of the applicable series of
preferred stock, in whole or in part (with a minimum aggregate redemption price of $5 million for the Series B
preferred stock), at any time and from time to time. The redemption price per share of preferred stock in any such
optional redemption will be equal to the liquidation preference of $100 per share plus the amount of any accrued
and unpaid dividends. The Company has no plans to redeem any of the Series A preferred stock or Series B
preferred stock during the year ending December 31, 2007. On October 29, 2012, ITCADeltaCom will be
required to redeem for cash all outstanding shares of the Series A preferred stock and the Series B preferred
stock. The redemption price per share of preferred stock in this mandatory redemption will be equal to the
liquidation preference of $100 per share plus the amount of any accrued and unpaid dividends.

Dividends accrue on the Series A preferred stock and the Series B preferred stock at an annual rate of 8%.
Under its certificate of incorporation, the Company has the option, instead of paying cash dividends on either
series of preferred stock, to pay dividends on such series in additional shares of that series. Since its initial
issuance of the Series A preferred stock on October 29, 2002 and initial issuance of the Series B preferred stock
on October 6, 2003, the Company paid all accrued dividends on the Series A and Series B preferred stock solely
in the form of payment-in-kind dividends until June 30, 2006. Solely for purposes of calculating the dividend
amount, each share of preferred stock issued as a payment-in-kind dividend is valued at its liquidation preference
of $100. In addition, the Company is accreting through the redemption date of each series of preferred stock
discount arising when shares of such series are issued.

Effective for the quarterly dividend period ended September 30, 2006, the Company suspended indefinitely
the quarterly payment of dividends on its Series A preferred stock and Series B preferred stock to comply with
provisions of the Delaware General Corporation Law that condition payment of dividends on compliance with
specified financial tests. Under the Delaware General Corporation Law, the Company may pay dividends on its
capital stock only (1) out of its “surplus” or (2) if the Company has no “surplus,” from its net profits for the fiscal
year in which the dividends are declared or from its net profits for the preceding fiscal year. Its “surplus” is an
amount equal to the present fair value of its total assets, minus the present fair value of its total liabilities, minus
its capital (which equals the aggregate par value of all of the outstanding shares of its common and preferred
stock). The Company had a negative “surplus” as of September 30, 2006, as that term is defined under Delaware
General Corporation Law, and did not generate net profits in the year ended December 31, 2006. Accordingly,
the Company did not pay dividends on the outstanding shares of the Series A or Series B preferred stock for the
quarterly dividend periods ended September 30, 2006 and December 31, 2006. The total cumulative amount of
such dividends, which would have been payable on January 1, 2007, would have been $816,000 on the Series A
preferred stock and $2.4 million on the Series B preferred stock. For so lonyg as the preferred stock remains
outstanding, these unpaid amounts will accrue dividends until paid.
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The Company’s Series C preferred stock was created on October 24, 2005, If and when issued upon the
exercise of the Series D warrants (Note 10), the Series C preferred stock will have a liquidation preference of
$1.00 per share and will rank pari passu as to liquidation rights with, and will have dividend, redemption and
other terms substantially similar to the terms of, the Company’s outstanding’ Series A preferred stock and Series
B preferred stock. The Series C preferred stock will be redeemable at the option of the Company on or after the
third anniversary of the date of first issuance, and will be subject to mandatory redemption on October 29, 2012,
except that, for 50 long as the initial holders of the Series C preferred stock are the owners of at least 50% of the
outstanding shares at such date, the Company may not redeem any shares without the prior consent of at least
50% of such initial holders unless the Company concurrently redeems a pro] rata portion of the Series A preferred
stock and the Series B preferred stock.

10, Other Equity Interests . . ‘ i
Common Stock !

The Company amended its certificate of incorporation in December 2003 to increase the number of its
authorized shares of common stock from 250,000,000 shares to 350,000,000 shares. There were 18,766,942
shares of common stock issued and outstanding at December 31, 2006. i

On September 1, 2005, the board of directors of ITCADeltaCom declared a one-for-three reverse split of
ITC*DeltaCom’s outstanding shares of common stock to be effective for holders of record at the close of
business on September 12, 2005. Upon effectiveness of the reverse stock split on September 13, 2005, each three
shares of issued and outstanding common stock was reclassified and combined into one share of common stock
{Note 1). The number of shares of common stock outstanding as reflected in'the accompanying consolidated
balance sheets, the consolidated statements of stockholders’ equity (deficit), the basic and diluted weighted
average common shares outstanding and basic and diluted net loss per common share as reflected in the
accompanying consolidated statements'of operations, and the related information in the notes to consolidated
financial statements have been retroactively adjusted to reflect the reverse stock split as of and for all other
periods presented. The reduction in par value of outstanding common stock as a result of the reverse stock spllt,
which in the aggregate totaled $374,000, has been reclassified to additional paid- in-capital in the accompanying
consolidated balance sheets and consolidated statements of stockholders’ equity (deficit) as of the dates of the
transactions and balances presented.

Warrants . |

In connection with the subordinated secured loan agreement with the Welsh Carson securityholders entered
into in connection with the March 2005 restructuring (Note 7), the Company issued to the lenders Series C
warrants to purchase 6,600,000 shares of common stock at an initial exercise price of $1.80 per share. The
Series C warrants have a ten-year term from the issue date. The Company used the Black-Scholes pricing model
to value the Series C warrants and determined the fair value allocation of the proceeds to the Series C warrants to
be $7.6 million. The resulting debt discount is being amortized to future inter;est cost using the interest method.

In connection with the July 2005 refinancing, the Company issued 9,000,000 Series D warrants to the third
lien note purchasers other than the Welsh Carson securityholders (Note 7). Each Series D warrant will entitle the
holder to purchase one share of a new issue of the Company’s Series C preferred stock (Note 9) and a portion of
an additional share equal to the cumulative amount of payment-in-kind dividends that would have accrued with
respect to one share from the warrant issue date of July 26, 2005 through the warrant exercise date if such share
had been outstanding. Each share of Series C preferred stock will be convertible into .4445 of one share of the
Company’s common stock (subject to antidilution adjustments). Each Series D warrant also will permit the
holder of the warrant to purchase the number of shares of common stock into which the shares of Series C
preferred stock otherwise issuable under the warrant would be convertible as of the warrant exercise date. The
Series D warrants will be first exercisable on June 30, 2007, unless exercisability is triggered earlier upon a
change of control of the Company or, subject to specified exceptions, dispositions by the Welsh Carson
securityholders of their ITCADeltaCom securities. The exercise price of the S'eries D warrants will be between
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$.01 and $.50 and will be fixed as of the initial exercise date based on the Company's consolidated EBITDA, or
net income (net loss) before interest expense, income tax expense, depreciation expense and amortization
expense (subject to specified adjustments) for the last twelve months ended March 31, 2007 (or, in the event of
early exercisability, for the EBITDA measurement period specified in the agreement). Any warrant not exercised
on or before July 1, 2009 will expire on that date. At the first stated exercise date of June 30, 2007 and the
expiration date of July 1, 2009, the Series DD warrants will be exercisable for approximately 10,500,000 shares
and 12,300,000 shares of Series C preferred stock, respectively, which will be convertible into approximately
4,700,000 shares and 5,500,000 shares of common stock, respectively. In determining the value associated with
the Series D warrants, the Company assessed the value attributable to (a) the fixed income component of the
Series C preferred stock by determining the present value of the future cash-flow stream attributable to the Series
C preferred stock and (b) the call option on the Company’s common stock inherent in the conversion right based
on a Black-Scholes valuation model, and determined the fair value allocation of the proceeds to the warrants to
be $13.0 million. The resulting debt discount is being amortized to future interest cost using the interest method.

Equity Grants

In February 2005, as an inducemeni material to their entering irnto employment with the Company, the
Company agreed to grant to three newly hired officers a total of 7.25% of each class or series of the Company’s
equity securities, calculated on a fully diluted basis, outstanding immediately alter completion of the restructuring
of the Company’s capital structure. The restructuring was implemented through the March 2005 restructuring and
the July 2005 refinancing. The equity securities sui:ujecl to the grants consisted of units for the Company’s common
stock, Series A preferred stock and Series B preferred stock as of March 29, 2005 and, in addition, the Series D
warrants as of July 26, 2005. Of each class of securities, 60% of the securitics vest ratably over three years on each
anniversary of the officer’s initial employment date and 40% of the securities are subject to vesting based on future
achievement of performance objectives. Stock-based compensation expense equal to the $4.4 mitlion fair market
value of the units for the common stock, Series A preferred stock and Series B preferred stock as of March 29, 2005
is being recognized for 60% of each class of securities over the three-year vesting period beginning in the three
months ended March 31, 2005, and for 40% of each class of securities based on the Company’s best estimate of
expected performance results adjusted for subsequ'cnt changes in results over the term of up to three years under the
agreements. The fair market value of the equity securities to be issued as a result of the March 29, 2005
restructuring was determined based on the number of shares of common stock subject to the grants, in the case of
the common stock to be issued, and on an as-if-converted into common stock basis based on the conversion price of
the preferred stock, in the case of each series of preferred stock to be issued. The fair market value of the common
stock was determined based on the trading price of the Company’s common stock as quoted on the Nasdaq National
Market on March 29, 2005, which was the date of consummation of the March 2005 restructuring. Stock-based
compensation expense equal to the $1.1 million fair market value of the Series D warrants as of July 26, 2005 is
being recognized for 60% of the Series D wamants over the three-year vesting period, and for 40% of the Series D
warrants based on the Company's best estimate of expected performance results adjusted for subsequent changes in
resulis over the term of up to three years under the agreements. Based upon its estimate of expected performance
results adjusted for actual results in the years ended December 31, 2005 and 2006 and projected future performance
results, the Company did not recognize any stock-based compensation expense in the years ended Decermber 31,
2005 and 2006 in connection with the performance-based awards, because achievement of the performance
objectives was not considered probable. In determining the value associated with the Series D warrants issued as a
result of the July 2005 refinancing, the Company assessed the value attributable to {a) the fixed income component
of the Sertes C preferred stock by determining the present value of the future cash-flow stream attributable to the
Series C preferred stock and (b) the call option on'the Company’s cormmon stock inherent in the conversion right
based on a Black-Scholes valuation model. -

ITC*DeltaCom, Inc. Stock Incentive Plans

The Company has two stock-based employce compensation plans, consisting of the ITCADeltaCom, Inc.
Amended and Restated Stock Incentive Plan {the “Stock Incentive Plan™), which the board of directors adopted
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effective on October 29, 2002, and the [TC“DeItaCom Inc. Executive Stock Incentive Plan, which the board of
directors adopted on May 10, 2005. No additional awards may be made undeér the Executive Stock Incentive
Plan. The compensation committee of the board of directors administers the Stock Incentive Plan and determines
the recipients of grants under the plan and the terms of any awards. Awards under the Stock Incentive Plan may
be made in the form of stock options, restricted stock, stock units, unresmcted stock, stock appreciation rights,
performance awards, annual incentive awards and any combination of the foregoing. The Company may issue up
to 3,005,334 shares of common stock, of which no more than 1,216,667 shares may be issued upon the exercise
of incentive stock options. In any fiscat year, no participant may be awarded}options or restricted stock and stock
units for more than 333,334 shares or stock appreciation rights for more than 166,667 shares. At December 31,
2006, 663,398 shares remained available for grant under the Stock lncentiveIPIan Option vesting schedules
generally range from 25% of the shares subject to the option over a four- -year vesting period to one-third of the

shares subject to the option over a three-year vesting period. |
I

The option price for any option may not be less than 100% of the fair mdrkel value of the stock covered by
the option on the date of grant, except that, in the case of an incentive stock opuon the option price may not be
less than 110% of such fair market value if the optionee is the beneficial owner of 10% or more of the
Company’s voting capital stock. i

On Januvary 1, 2006 the Company adopted the provisions of SFAS No. '123R requiring the recognition of
expense related to the fair value of its stock-based compensation awards. Pnor to January 1, 2006, the Company
accounted for stock-based compensation under the recognition and mcasurcmcnl provisions of APB 25 and
related Interpretations, and provided the required pro-forma disclosures prescrlbed by SFAS No. 123,
“Accounting for Stock-Based Compensation,” as amended by SFAS No. 148' “Accounting for Stock-Based
Compensation-Transition and Disclosures.” In accordance with APB 25, no gompensation cost was required to
be recognized for awards that had an exercise price equal to, or greater than, the market value of the underlying
common stock on the date of grant. |

) . |
Restricted Stock Units :

Restricted stock units were granted to the recipients at no cost. The fair \‘galue of restricted stock units
awarded was calculated using the closing value of the common stock on the grant date and is being amortized
over the restriction lapse periods of the awards. As of December 31, 2006, th{: total compensation cost related to
nonvested restricted stock units not yet recognized was $2.6 million, and the weightcd average period over which
this cost will be recognized is 2.3 years. Restrictions on transfer lapse over one to four year periods. The table
below summarizes activity in restricted stock units for 2006, 2005 and 2004. |

Weighted Average

) Grani Date

, % Shares Fair Value
Nonvested as of December 31,2003 . ....................c..... . 208,734 $11.89
Restricted stock units granted ............................ L 50,005 $20.28
Lapse of-restrictions . ... .... L P(55114) . $11.32
FOITItd « . oo oo oo . (71,586) $13.53
Nonvested as of December 31, 200‘} ........................... v 132,039 $14.42
Restricted stock units granted .......... e ... ' 347675 $1.74
Lapse of restrictions . ...........ccovvrerinnn... e Y(30,135) $13.14
Forfeited ... .. ... ... .. . .. ‘ (32,649) $12.11
Nonvested as of December 31, 2005r ........................... , 416,930 $ 4.35
Restricted stock units granted ............................ | 772,500 $ 203
Lapse of restrictions . . .. . ST 1 (126,435) $ 5.67
Forfeited .. ... e e i(28,114) $193

s Lt

Nonvested as of December 31, 2006 ........................... : 1,034,881 $ 2.49
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Steck Options
Valuation Assumptions

The Company selected the Black-Scholes valuation model as the method for determining the fair value of its
equity awards and uses the modified prospective transition method, which requires that compensation cost be
recognized in the financial statements for all awards granted after the date of adoption as well as for existing
awards for which the requisite service has not been rendered as of the date of adoption. This method requires that
prior periods not be restated. The Company now recognizes compensation cost on a straight-line basis over the
vesting periods of the awards.

|
|
! The fair value of each option grant was estirated on the date of grant using the following weighted-average

assumptions:
Assumptions 2005 _2004
Risk-freeinterestrate . ..........c.otiiirenrennrvennernannons 385%  336%
| Expected dividend Yield . . . ... vvvrere et aen 0.00%  0.00%
Expected lives . ... ..o ... e 5years 5 years
Expected volatility ........... .. ... .. iiaiiniiie, 140.00% 110.00%

There were no stock option awards granted under the Stock Incentive Plan during the year ended
| December 31, 2006. '

‘ The table below summarizes stock option activity for 2006, 2005 and 2004:

Weighted Average
Exercise Price
. Shares Per Option

Qutstanding at December 31,2003 .......... ... ... .. . il 1,026,652 $14.27

Gramied . ... ot et 69,417 $17.46

BXerCiSea ..ot e (14,072) § 829

Forfeited ........................... e et ettt (147,605) $14,87
Outstanding at December 31,2004 . ... ... . ... .. ..ottt C 934,392 $14.45

Granted . ... . e e 104,336 $ 1.68

Exercised .................. ...t e et e a e — —

Forfeited . ....... .. . i i i i i e (332,070) $14.67
Outstanding at December 31,2005 . ...ttt e i 706,658 $12.70

Granted . ... e et —

Exercised ........ ... ... .. il e —

Forfeited . ....... .. i i i i it {49,006) $15.89

Outstanding at December 31,2006 ... ... .. ... ... . ... ... o oo, 657,652 $12.43

The table below sets forth for stock options, the exercise price range, number of shares, weighted average
exercise price and remaining contractual lives by groups of similar price and grant date at December 31, 2006:

Weighted

A:egr‘;:ge Welghted Welghted
Range of Outstanding as of Remaining Average Exercisable as of Average
Exerclse Prices Dec. 31, 2006 Contractual Life  Exerclse Price Dec. 31, 2006 Exerdse Price
$168 ... ... ... 104,336 84 $ 168 26,082 $ 168
$546-8780 ... ......... 168,336 59 $ 7.66 168,336 $ 7.66
$11.10-51386 ............. 54,960 7.0 $12.21 54,835 $12.21
$15.84-821.27 ............. 330,020 ° 6.0 $18.31 330,020 $18.31
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The weighted-average fair value of options granted under the Stock Incentive Plan during the years ended
December 31, 2005 and 2004 was $1.50 and $12.11, per share, respectively.l At December 31, 2006, options to
purchase 579,273 shares of the Company’s common stock with a weighted average exercise price of $13.89 per
share were exercisable by employees of the Company. !

The Company recognized stock-based compensation in the total amount of $2.6 million for the year ended
December 31, 2006, including compensation related to existing stock option awards, restricted stock units, and to
equity securities granted to three officers in the year ended December 31, 2005. The Company recognized stock-
based compensation expense in the amount of $2.2 million and $1.8 million for the years ended December 31,
2005 and 2004, respectively, related to restricted stock units and to equity secm1t1es granted to three officers in
the year ended December 31, 2005,

Prior to Adoption of SFAS 123R ' ‘

Prior to January 1, 2006, the Company accounted for awards under the slock incentive plans under the
intrinsic value recognition and measurement principles of Accounting Prmc:ples Board Opinion No. 25,
“Accounting for Stock Issued to Employees,” as permitted under SFAS No. 123, “Accounting for Stock-Based
Compensation.” As required by SFAS No. 148, “Accounting for Stock-Based Compensation-Transition and
Disclosure,” prior to the adoption of SFAS No. 123R, the Company provided pro forma net (loss) and pro forma
net (loss) per common share disclosures for stock-based awards, as if the fair-value-based method defined in
SFAS No. 123 had been applied. .

The following table illustrates the pro forma effect on net loss and net loss per share if the Company had
applied the fair value method to account for stock stock-based awards to employees for the years ended

December 31, 2005 and 2004: 1

2005 2004

Net loss (in thousands) ‘
Asreported .................. [P L. $(57,806)  $(256,573)
Add: total stock based employee compensation expense included in net loss,

asTepOrted . . ... e e e L., 2,168 1,711
Less: total stock based employee compensation expense that would have

been included in the determination of net loss if the fair value method had

been applied to al] awards ... e oo (3,084) (3,220)
Net loss, pro e L... $(58,722) $(258,022)
Basic and diluted net loss per share '
Asreported . ... e e e 3 @GID 8 (472
Proforma .......... .. e ... § (316) $ (148D

On December 16, 2005, the board of directors of ITC*DeltaCom approved the immediate and full
acceleration of the vesting of unvested stock options with exercise prices equal to or greater than $5.00 per share
previously granted under the Stock Incentive Plan that were held by employees, other than executive officers.
The acceleration was effective as of December 16, 2005. Each of the accelerated options had an exercise price in
excess of the then-current market value of the common stock based on the closing price of $1.35 per share
reported on the Nasdaq National Market on December 16, 2005. The acceleration applied to option awards
granted from the years ended December 31, 2002 through December 31, 2004 with respect to approximately
100,000 shares of common stock.

11. Restructuring

In December 2003, in connection with its acquisition of BTI, the Compaﬁy recorded restructuring charges
and assumed accrued restructuring liabilities incurred by BTI prior to the acquisition for employee severance and
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related costs and office lease termination costs totaling approximately $18.6 million. In the year ended
December 31, 2004, the Company recorded additional restructuring charges of $436,000 which are included in
merger-related expenses. and accrued additional lease termination costs of approximately $2.5 million which
were included in the adjustment of the original BT purchase price allocation,

In December 2004, the Company implemented a plan to reduce its workforce by approximately 230
employees. or approximately 11% of the workforce, as a cost-reduction measure, beginning on December 17,
2004, with completion planned by March 31, 2005. The Company recorded a restructuring accrual of
approximately $1.6 million for employee severance costs related to this workforce reduction that were included
as components of selling, operations and administrative expense. '

In December 2005, the Company implemented a plan to close certain financial and network service
functions in its former headquarters location in West Point, Georgia and to relocate those business activities fo its
other locations in Huntsville and Anniston, Alabama. Approximately 65 employee positions were relocated
pursuant to the plan. The plan was adopted for the purpose of reorganizing the affected functions to enhance the
focus of the Company’s operations. In connection with the plan, the Company paid and recognized as
components of selling, operations and administrative expense $501,000 and $111,000 of termination benefits for
severance, retention and relocation in the years ended December 31, 2006 and 2005, respectively.

The following table reflects activity associated with accrued restructuring charges from January 1, 2006
through December 31, 2006, which are recorded in accrued liabilities (in thousands):

Balance at Balance at

December 31, _December 31,
2005 Accruals Payments 2006
Restructuring charges:
Employee severance .................. $ 109 $501 $ (587) $ 23
Office space leases ............... S 5,733 —_ (1,406) 4,327
Total ..ottt $5.842 $501  $(.993)  $4.350

Restructuring charges have been classified as current and long-term. Cusrent restructuring charges are
reflected in “Other accrued liabilities™ in the table below.

Balance at Balance at
. December 31, December 31,
2005 2006
Other accrued liabilities . ... . ... ... . i i e $1,348 51,294
Long-term restructuring liabilities . .............. ... ..o il 4,494 3,056
Total .. e $5,842 $4.350

12. Commitments and Contingencies
Purchase Commitments

At December 31, 2006, the Company had entered into agreements with vendors to purchase approximately
$6.0 million of equipment and services during the year ending December 31, 2007 related to the improvement
and installation of switches, other network equipment and certain services.

Legal Proceedings

In the normal course of business, the Company is subject to various litigation. Management does not believe
that there are any legal proceedings pending against the Company, other than those described below, that likely
could have a material adverse effect on the financial position, results of operations or liquidity of the Company.
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Regulatory Proceedings. The Company is a party to numerous regulatory proceedings affecting the
segments of the communications industry in which it operates, including regnlalory proceedings before various
state public utility commissions and the FCC, particularly in connection with actions by the regional Bell
operating companies. The Company anticipates that these companies will continue to pursue arbitration,
litigation, regulations and legislation in states within the Company’s primarj eight-state market to reduce
regulatory oversight and state regulation over their rates and operations, These companies also are actively
pursuing major changes in the federal communications laws through lmganon and legislation that would
adversely affect compelitive carriers, including the Company. If successful, these initiatives could make it more
difficult for the Company to compete wnlh these companies and other mcumbent carriers. The Company may not
succeed in its Lhallenges to these or other similar actions that would prevent or deter it from successfully
competing with the incumbent camers . 7
X ‘
Proceedings A_ffecting Rights-of- Way. To maintain its fiber optic ne!work, the Company has obtained
easements, rights-of-way, franchises and licenses from various third parties, including actual and potential
competitors, local governments, private reat property owners and others. Thé Company may not be able to

.continue to use or have access to all of ils existing easements, nghts-of-way,j franchises and licenses or to renew
~ or replace them afier they expire: Third parties have initiated legal proceedings in a number of states challenging

some of the Company’s significant licenses to use the rights-of-way of others, including its licenses to use the
rights-of-way of Mississippi Power.Company and Guif Power Company. Proceedings that remain pending affect
approximately 300 route miles of the Company’s network as of December 31 2006. Similar proceedings
involving the rights-of-way of Georgia' Power Company, Mississippi Power Company, Kansas City Southern
Railroad and lllinois Central Railroad affecting approximately 1,300 route miles of the Company’s network were
settled or dismissed during the year ended December 31, 2006 or in prior pell-iods, as discussed below. If some of
these or similar future challenges are successful, or if the Company otherwise is unsuccessful in maintaining or
renewing its rights to use its network easements, rights-of-way, franchises and licenses, the Company may be
compelled 1o abandon significant portions of its network, which would requilre it to incur additional expenditures
and to pay substantial monetary damages. The results of these challenges, some of which are described below,
are uncertain and, individually or in the aggregate, could have a material ad\%erse effect on the Company’s results
of operations or financial position. _ :
. | L

Mississippi Power Company Righis-of-Way. A portion of the Company!’s network runs through fiber optic
cables owned by the Mississippi Power Company over its rights-of-way located in Jasper County, Mississippi. A
proceeding involving Mississippi Powér Company and several real propertyTowners who have granted
Mississippi Power Company rights-of-way in Jasper County resulted in a January 1999 order of the Mississippi
Supreme Court holding that Mississippi Power Company-could not permit third parties to use its rights-of-way at
issue for any purpose other than in conhection with providing electricity to c‘lustomers of Mississippi Power
Company. The Company became a party to the proceeding after the January! 1999 order. The property owners
sought compensatory damages equal {o the proflts Or gross revenues recelved by the Company from its use of
Mississippi Power Company’s rights-of-way in Jasper County and punitive ddmages for the Company’s use of
the route. The Circuit Court of the First Judicial District of Jasper County entered an order directing the
Company not to use that portion of.its fiber optic network located on MlSSlelppl Power Company’s
rights-of-way in Jasper County, except in an emergency. In December 2005, Ia seitlement agreement was entered.
In January 2006, the order that restricted the Company’s use of the fiber optic network in Jasper County was
vacated. As part of the settlement, substantially all of the property owners hz:ve dismissed their cases and granted
Mississippi Power Company an easement that altows for the Company’s use for telecommunications purposes of
Mississippi Power Company’s fiber opuc cables installed over the propertles

The Company initiated civil sults in August 2001 and May 2002 in the Umted States District Court for the
Southern District of Mississippi in wh;ch it sought a declaratory judgment confirming its continued use of fiber
oplic cables in Mississippi Power Company’s rights-of-way on 37 parcels of real property and 63 parcels of real
property, respectively, or, alternatively, condemnation of the right to use the‘f" ber optic cables upon payment of
just compensation to the property owners. As a part of the settlement of the Jasper County proceedings discussed
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above, the Company’s suit for declaratory judgment and all of the remaining counterclaims in the 37-parcels
proceeding have been dismissed. In February 2007, the United States District Court for the Southern District of
Mississippi entered judgment granting to the Company the right to continued use of fiber optic cables in
Mississippi Power Company’s rights-of-way against any remaining property owners named in the 63-parcels
proceeding that were intended to be part of the settlement of the Jasper County proceedings, but had not
voluntarily signed the easement required as part of that settlement. The 63-parcels proceeding has been dismissed
against all other parties. ‘

Some parties to the 37-parcels proceeding who had been dismissed from the proceeding before the Jasper
County settlemnent are not bound by the settlement and have filed new proceedings against Mississippi Power
Company and the Company. It is possible that additional parties who are not subject to the settlement also may -
file new proceedings. In Qctober 2001, a civil action was filed in the Chancery Court of Lamar County,
Mississippi, against Mississippi Power Company and the Company by two plaintiffs seeking to quiet and confirm
title to real property, for ejectment-and for an accounting. The plaintiffs are joint owners of a single parcel of real
property located in Lamar County, Mississippi. Both plaintiffs also were defendants in the 37-parcels proceeding.
The plaintiffs have not specified the amount of damages they are seeking. Similarly, in November 2004, another
former defendant in the 37-parcels proceeding sued the Company and Mississippi Power Company in the
Chancery Court of Jones County, Mississippi, to enjoin the Company’s use of fiber optic cables in Mississippi
Power Company’s rights-of-way over the plaintiff’s property and to recover all property.

In December 2002, two civil actions were filed against Mississippi Power Company and the Company in the
Circuit Court of Smith County, Mississippi, by a single attorney. The plaintiffs are real property owners and
allege trespass on the basis that the documents granting Mississippi Power Company the rights to cross the
plaintiffs’ property do not grant the right to Mississippi Power Company to allow third parties to use the
rights-of-way for the transmission of telecommunications services of such third parties and that such use by third
parties is prohibited under state law. One of the proceedings was previously dismissed, and as part of the
settlement of the Jasper County proceedings discussed above, the other proceeding was transferred to the Circuit
Court of the First Judicial District of Jasper County, Mississippi, and will be dismissed as part of the settlement.

Before it was dismissed, the 37-parcels proceeding was consolidated with another pending civil suit in the
United States District Court for the Southern District of Mississippi, in which the Company was made a
defendant. The pending proceeding was initiated by real property owners claiming to represent a class of real
property owners and seeking compensatory and punitive damages against Mississippi Power Company arising
from Mississippi Power Company’s grant of permission to third parties to use its rights-of-way for
telecommunications purposes. The plaintiffs also seek an injunction against the Company’s use of fiber optic
cables in Mississippi Power Company’s rights-of-way. The case is still pending, but has been stayed because of
the bankruptcy of another defendant. None of the plaintiffs has an individual claim against the Company, so the
Company anticipates that it could be materially adversely affected only if a class is certified.

Since 2002, over 220 lawsuits have been filed by a single counsel in the Circuit Court for Harrison County,
Mississippi, against Mississippi Power Company, MCI and the Company. Each plaintiff claims to be the owner of
real property over which Mississippi Power Company has an easement and that MCI and/or the Company have
benefited by using the easement to provide telecommunications services. As a result of these allegations, each of the
plaintiffs claimed trespass, unjust enrichment, fraud and deceit, and civil conspiracy against each of the defendants.
Each of the plaintiffs also sought $5 million in compensatory damages, $50 million in punitive damages,
disgorgement of the gross revenues derived from the use by MCI and the Company of the fiber optic cable over the
easements, a percentage of gross profits obtained from the use of the cable, and the plaintiffs’ costs to prosecute the
action. In December 2004, a settlement agreement was entered and each of the cases has been or is expected to be
dismissed, because the plaintiffs have granted Mississippi Power Company an easement that allows for the
Company’s use for telecommunications purposes of Mississippi Power Company’s fiber optic cables installed over
the plaintiffs’ properties. Proceedings are underway to give effect to the settlement and to obtain dismissal of the
few remaining claims by property owners who have not already signed the settlement documents.
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In 2002, a lawsuit on behalf of five real property owners was filed against Mississippi Power Company and
Southern Company in the Circuit Court of Forrest County. Mississippi, alleging trespass, nuisance, conversion,
unjust entichment, fraud, fraudulent misrepresentation aind fraudulent concealment in connection with the use of
Mississippi Power Company’s fiber optic cables installed over the plaintiffs’ properties. In May 2004, the
Company was added as a defendant in the lawsuit, upon the court’s order, on the basis that the Company uses the
fiber optic cables for the provision of telecommunications services to its customers. The plaintiffs seek rescission
and equitable reformation arising from the alleged unauthorized use of the subject rights-of-way in violation of
the terms of the easements held by Mississippi Power Company. The plaintiffs also seek an accounting,
unspecified monetary damages and equitable relief. In September 2004, the trial court granted Mississippi Power
Company’s motion for partial summary judgment and issued an order that the plaintiffs are not entitled to any
compensation for trespass damages. In November 2006, the Mississippi Court of Appeals dismissed the appeal
for lack of jurisdiction, holding that the trial court’s ruling was not a final order. A hearing on defendants’ motion
for summary judgment was held in January 2007 in the trial court.

In September 2002, Mississippi Power Company and the Company wefc sued in the Circuit Court of Jasper
County, Mississippi, by the owners of 75 parcels of real property located in various Mississippi counties. The
plaintiffs allege that Mississippi Power Company and the Company have violated the property owners’ rights
with regard to the use of Mississippi Power Company’s easements across their properties. The allegations are
similar to those made in other rights-of-way suits in Mississippi. The plaintiffs allege trespass, unjust enrichment,
fraud and deceit, and civil conspiracy, and seek from each plaintiff $5 million in compensatory damages, $50
million in punitive damages, disgorgement of gross revenues, a percentage of the gross revenues derived from
use of the rights-of-way, and court costs. Although MCI is not a party to this proceeding, during the pendency of
MCT’s bankruptcy proceedings, Mississippi Power Company had removed this action to the United States
District Court for the Southern District of Mississippi and requested that the action be transferred to the United
States Bankruptcy Court for the Southern District of New York, which administered MCI's bankruptcy
proceedings. There have been no further material developments in this matter.

In July 2002, nine lawsuits on behalf of 101 real property owners were filed against Mississippi Power
Company, Southern Company and the Company in the Chancery Court of Jones County, Mississippi. All nine
complaints are identical in seeking relief for trespass, nuisance, conversion, unjust enrichment, fraud, fraudulent
misrepresentation and fraudulent concealment. The plaintiffs seek rescission and equitable reformation arising
from the alleged unauthorized use of the subject rights of way in violation of the terms of the easements held by
Mississippi Power Company. The plaintiffs also seek an accounting, unspecified monetary damages and
equitable relief. During the pendency of MCI’s bankruptcy proceedings, Mississippi Power Company sought to
change the venue of these proceedings, but the proceedings have been returned to the original venue. There have
been no further material developments in this matter. :

Gulf Power Company Rights-of-Way. The Company uses the rights-of-lway of Gulf Power Company in
Florida for a portion of its network. During 2000, Gulf Power Company was sued in the Circuit Court of
Gadsden County, Florida, by two real property owners that claim to represent a class of all real property owners
over whose property Gulf Power Company has facilities that are used by third parties. The real property owners
have alleged that Gulf Power Company does not have the authority to permit the Company or other carriers to
transmit telecommunications services over the rights-of-way. The Company: was made a party to this litigation in
August 2001. Additional plaintiffs have been added through various amendments to the Complaint. In November
2005, the trial court entered a declaratory judgment for the plaintiffs. In that decision, the court ruled that the
easements do not allow general telecommunications use and that Gulf Power Company did not have the right to
apportion the easement for general telecommunications purposes. The trial court has not yet addressed any issues
relating to damages. Gulf Power Company and the Company appealed the declaratory judgment. In October
2006, the Florida First District Court of Appeals dismissed the appeal brought by Gulf Power Company and the -
Company on the basis that the trial court’s November 2005 ruling was not a-final order and therefore not yet
subject to appeal. Gulf Power Company and the Company have filed motionis in the trial court to vacate the prior
declaratory judgment and for summmary judgment in favor of Gulf Power Company and the Company. In
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February 2007, the plaintiffs filed a motion for a permanent injunction which would restrict the.Company’s
ability to add new customers and services over the disputed route. The trial court has set a hearing in April 2007
on the plaintiffs’ motions for class certification and permanent injunction and defendants’ motion to vacate the
declaratory judgment and for summary judgment.

Georgia Power Company Rights-of-Way. The Company uses rights-of-way of Georgia Power Company in
Georgia for a portion of the Company’s network. In July 2001, a suit was filed in the Superior Court of Decatur
County, Georgia, by a group seeking compensatory and punitive damages and claiming to represent a class of
landowners. The plaintiffs have alleged that Georgia Power and other entities do not have the right to grant third
parties the use of the rights-of-way for the transmission of telecommunications services of such third parties. The
Company was made a party to the suit in January 2002. In January 2005, the trial court granted the plaintiffs’
motion for partial summary judgment, holding that Georgia Power had the right to use the easements for
communications directly related to the transmission and distribution of electricity. but that the easements do not
provide Georgia Power the right to allow any other party, including the Company, the use of the rights-of-way
for the transmission of telecommunications services. In November 2003, the Georgia Court of Appeals reversed
the trial court’s ruling and held that Georgia Power’s easements allow use for fiber optic communication lines
and remanded to the trial court the question whether the easements were divisible so as to allow use by persons
other than Georgia Power, including the Company. In May 2006, the Geergia Supreme Court denied the
plaintiffs” request for review of the ruling by the Georgia Court of Appeals. On remand, the trial court held in
October 2006 that the easements are divisible and granted summary judgment to the defendants, including the
Company.

In November 2002, a civil action was filed in the Superior Court of Wallon County, Georgia, against
Georgia Power Company and the Company. The plaintiff, claiming to be representative of a class of all real
property owners over which Georgia Power Company has facilities, alleges that the documents granting Georgia
Power Company the rights to cross the plaintiff’s. property do not grant the right to Georgia Power Company to
allow third parties to use the rights-of-way for the transmission of telecommunications services of such third
parties. In September 2006, the plaintiff voluntarily dismissed its complaint without prejudice.

Kansas City Southern Railroad and Hlinois Central Railroad Rights-of-Way. In March 2003, a complaint
was filed against the Company in the United States District Court for the Southern District of Mississippi. The
plaintiffs, claiming to be representatives of a class of plaintiffs, allege that they are the owners of the real
property across which certain rights-of-way of Kansas City Southern Railroad and Illinois Central Raitroad are
located. Under agreements with Kansas City Southern Railroad and 1llinois Central Railroad, the Company uses
certain fiber optic cable within the rights-of-way of Kansas City Southern Railroad and Illinois Central Railroad
across Mississippi. The plaintiffs claim that the documents granting the rights-of-way do not permit the
installation and operation of telecommunications facilities of third parties within the rights-of-way. The plaintiffs
allege trespass, unjust enrichment and conversion and seek unspecified amounts of compensatory and punitive
damages, restitution, disgorgement, attorneys” fees, an accounting of amounts paid to Kansas City Southern
Railroad and Illinois Central Railroad and declaratory relief regarding the parties’ rights. The Company denied
the allegations, but counter-claimed for the certification of a class of counter-defendants. The Company sought a
declaration that the Company has the right to use the rights-of-way or, alternatively, to condemn such rights, In
September 2004, the district court found that neither the class requested by the plaintiffs, nor the class of counter-
defendants, should be certified. The Company’s appeal of the district court’s refusal to certify a class of counter-
defendants was denied by the United States Court of Appeals for the Fifth Circuit. In February 2003, the district
court dismissed the claims of the rémaining plaintiffs. In November 2006, the Fifth Circuit affirmed the district
court’s dismissal of the claims of the remaining plaintiffs.

A lawsuit was filed against the Company in Richland Parish, Louisiana, in July 2003 and removed to the
United States District Court for the Western District of Louisiana, Monroe Division, in August 2003, The .
plaintiffs, claiming to be representatives of a class of plaintiffs, allege that they are owners of the real property
which underlies or abuts the Kansas City Southemn Railroad corridor in Louisiana. Under agreements with

F-36




Kansas City Southern Railroad and lllinois Central Railroad, the Company uses some fiber optic cable within the
rights-of-way of Kansas City Southern Railroad and lilinois Central Railroad in Louisiana. The plaintiffs claim
that the documents granting the rights-of-way to Kansas City Southern Railroad and Illinois Central Railroad do
not permit the installation or operation of telecommunications facilities of third parties within the rights-of-way.
The plaintiffs allege trespass, unjust enrichment, conversion, civil conspiracy, negligence, infringement and
misappropriation, and seek the imposition of a constructive trust, an accounting of all compensation paid or
received for use of the real property involved in the litigation, restitution, disgorgement, actual, compensatory
and consequential damages, and attorneys’ fees. In July 2004, the court found that the class should not be
certified. One plaintiff voluntarily dismissed his claim when discovery revealed that he had no rights in the
property identified in the complaint. The only remaining named plaintiff asserted a claim based on ownership of
less than one mile of property over which the Company uses fiber optic cable within the rights-of-way. This
matter was dismissed in March 2006 pursuant to a settlement agreement between the remaining plaintiff and the
Company.

ITC*DeltaCom's Suit for Rights-of-Way Indemnification. In August 2001, the Company filed suit in the
Superior Court of Troup County, Georgia, against Southern Telecom, Inc., Alabama Power Company, Georgia
Power Company, Mississippi Power Company, Gulf Power Company and related entities from which the
Company has obtained by agreement use of rights-of-way for our fiber optic telecommunications networks. The
Company seeks a declaratory judgment that the defendants are legally required to use their best efforts to defend
the Company against any claims that the Company does not have the right to use the rights-of-way granted (o
these entities and to defend, indemnify and hold the Company harmless against ali such claims. The Company
filed for summary judgment in December 2001, and the defendants subsequently filed a motion for summary
judgment. The defendants also have filed a counterclaim requesting, among other relief, that the Company
reimburse them for the cost of perfecting the applicable rights-of-way. In September 2004, the court issued an
order denying the Company’s motion and the defendants’ motion for summary judgment and staying the
proceeding pending a final determination of the property owner proceedings that form the basis for the
Company’s claims. The Company appealed this order to the Georgia Court of Appeals, which denied the appeal
on procedural grounds. The proceeding remains stayed pending developments in the various proceedings
described above affecting the rights-of-way of Mississippi Power Company, Gulf Power Company and Georgia
Power Company used by the Company. i

El 13. Employee Benefit Plans

Employees of the Company participate in the Company’s 401(k) defined contribution plan. The Company
offered matching of employee contributions at a rate of 50% on the first 4% of employee contributions for the
years ended December 31, 2006, 2005 and 2004. Total matching contributions made to the Company’s plan and
charged to expense by the Company for the years ended December 31, 2006, 2005 and 2004, were $803,000,
$915,000 and $1.2 million, respectively. No discretionary contributions were made for the years ended
December 31, 2006, 2005 or 2004. . '

v

14. Related Party Transactions

The following is a summary of certain transactions during the years ended December 31, 2006, 2005 and
2004 among the Company and its directors, execulive officers, beneficial owners of more than 5% of its common
stock or cither series of its outstanding preferred stock, and certain entities wllh which the foregoing persons are
affiliated or associated.

Transactions With the Welsh, Carson, Anderson & Stowe Group and the Welsh Carson Securityholders

The members from time to time of the Welsh, Carson, Anderson & Stowe Group have collectively
constituted the Company’s largest common stockholder since October 29, 2002 and the largest Series B preferred
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stockholder since October 6, 2003. The current members of the Welsh, Carson, Anderson & Stowe Group are -
Welsh, Carson, Anderson & Stowe VIII, L.P., WCAS VIII Associates, [.LLC, WCAS Capital Partners III, L.P.,
WCAS CP I Associates, L.L.C., Patrick J. Welsh, Russell L. Carson, Bruce K. Anderson, Thomas E.
Mclnerney, Robert A, Minicucci, Anthony J. de Nicola, Paul B. Queally, Jonathan M. Rather, D. Scott Mackesy,
John D. Clark, James R. Matthews and Sanjay Swani. Welsh, Carson, Anderson & Stowe is a private equity:
investment firm. The current members of the Welsh, Carson, Anderson & Stowe Group, together with certain
former affiliates and former and current employees of Welsh, Carson, Anderson & Stowe, constitute the Welsh
Carson securityholders referred to elsewhere in these notes to consolidated financial statements. Various of the
Welsh Carson securityholders and members of the Welsh, Carson, Anderson & Stowe Group have served as
directors of the Company since October 6, 2003.

On October 6, 2003, the Company acquired 100% of the outstanding voting stock of BTI. At the time of the
acquisition, the Welsh Carson securityholders owned BTI common stock and preferred stock representing
approximately 98% of the voting power of the BTI capital stock. See Note 9 for additional information
concerning the interests of the Welsh Carson securityholders in the BTI acquisition and related transactions.

On November 12, 2004, the Company completed the issuance and sale to Welsh, Carson, Anderson &
Stowe VTII, L.P. and its affiliates and associates who were parties to the BTI merger agreement of a total of
150,000 shares of the Series B preferred stock at a price of $100 per share and for a total cash purchase price of
$15 million. The sale represented the remaining cash investment available under the BTI merger agreement.

In connection with the March 2005 restructuring, the Company obtained a $20 million subordinated secured
loan from the Welsh Carson securityholders on March 29, 2005. Under that loan, no principal payments could be
made until all amounts outstanding under the Company’s senior and junior secured credit facilities were paid in
full. The outstanding principal amount under the subordinated loan agreement was payable in a single payment
on the maturity date. Interest was payable on the loan at an annual rate of 12% in payment-in-kind interest by an
increase in the principal loan amount until repayment of the senior and junior secured credit facilities and, at the
Company’s option, in PIK or cash thereafter. The obligations under the subordinated loan agreement were
secured by third priority liens on, and security interests in, substantially all of the assets of the Company and all
of its subsidiaries. The loan was terminated on July 26, 2005 upon the Company’s issuance to the Welsh Carson
securityholders of $20.8 million principal amount of third lien, senior secured notes as part of the July 2005
refinancing.

On March 29, 2005, in connection with the $20 million subordinated secured loan the Company received
from the Welsh Carson securityholders, the Company issued to such lenders Series C warrants with a ten-year
term to purchase 6,600,000 shares of the Company’s common stock. See Note 10 for terms of the Series C
warrants. ,

In connection with the July 2005 refinancing, the Company issued $20.8 million in principal amount of third
lien notes to the Welsh Carson securityholders in exchange for $20 million principal amount of notes plus
capitalized interest evidencing the subordinated secured loan the Welsh Carson securityholders had extended in
connection with the March 2005 restructuring. For the years ended December 31, 2006 and 2005, the Welsh
Carson securityholders, including four of the Company’s directors, received total interest payments, including
interest paid in kind, of approximately $3.8 million and $2.2 million, respectively, on their third lien notes. See
Note 7 for terms of the third lien notes.

The Company paid the Welsh Carson securityholders a total of $29,000 and $276,000 for the years ended
December 31, 2006 and 2005, respectively, for reimbursement of professional services incurred by these
securityholders in connection with their extension of the Company’s subordinated secured loan in March 2005
and their purchase of the Company’s third lien notes in July 2005.
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Transactions With Affiliates of TCP '

Pursuant to their governance agreement with the Company, which they entered into on July 26, 2005 in
connection with their purchase of first lien notes and third lien notes pursuant to the July 2005 refinancing,
investment funds (the “TCP Funds™) affiliated with Tennenbaum Capital Partners, LLC have designated two
representatives to the Company's board of directors. For the years ended December 31, 2006 and 2005, the TCP
Funds received total interest payments, including interest paid in kind, of $9.1 million and $5.0 million,
respectively, on their first lien notes and total interest payments, including interest paid in kind, of $2.8 miltion
and $1.4 million, respectively on their, third lien notes. In addition, as holders of the first lien notes, the TCP
Funds received $170,000 in 2006 for consenting to amendments to the first lien note agreement made in
connection with the sale of $21-million principal amount of additional first lien notes.

]
1
Transactions With KNOLOGY, Inc. and Subsidiaries

The Company entered into the transactions with KNOLOGY, Inc. ("KNOLOGY”) and its subsidiaries
described below. Two of the Company’s directors in 2004 and for a portion of 2005, Campbell B. Lanier, III and
Donald W. Burton, each have reported beneficial ownership of more than 5% of the outstanding common stock
of KNOLOGY since at least 2003. Messrs. Lanier and Burton have beneficially owned more than 5% of the
outstanding shares of the Company’s Series A preferred stock since the Series A preferred stock was first issued
in October 2002. Mr. Lanier has served as Chairman and Mr. Burton as a director of KNOLOGY . In addition,
SCANA Corporation, which was a beneficial owner of more than 5% of the Company’s common stock and
Series A preferred stock from October 2002 until December 2004, reported that it beneficially owned
approximately 26% of KNOLOGY"s outstanding common stock as of April 30, 2003 and approximately 12% of
KNOLOGY"s outstanding voting stock and all outstanding shares of KNOLOGY s non-voting common stock as
of March 31, 2004. : :

The Company has sold capacity on its fiber optic network to KNOLOGY and one of its subsidiaries,
Interstate Telephone Company. The Company also has provided long distance and carrier-switched long distance
service to KNOLOGY and its subsidiaries, Interstate Telephone Company and Valley Telephone Company. The
Company also provides directory assistance and operator services to KNOLOGY and some of its subsidiaries.
The Company recorded revenues of approximately $2.8 million for all of these services in the year ended
December 31, 2006, and of approximately $1.9 million in each of the years ended December 31, 2005 and 2004.
The Company recorded revenues of $164,000 from the sale of equipment to KNOLOGY for the year ended
December 31, 2004, .

The Company purchased feature group access and other services from KNOLOGY and its subsidiaries
totaling approximately $670,000, $616,000 and $689,000 for the years ended December 31, 2006, 2005 and
2004, respectively. : .

.

Transactions With Affiliates of J. Smith Lanier, Il *

J. Smith Lanier, I is the beneficial owner of more than 5% of the Series A preferred stock. Mr. Lanier also
is the Chairman and a significant stockholder of J. Smith Lanier & Co., an insurance placement company.

J. Smith Lanier & Co. has provided the Company with insurance brokerage services, including the
negotiation and acquisition on behalf of the Company of various insurance policies with third-party insurers. The
gross premium for policies obtained by J. Smith Lanier & Co. on behalf of the Company totaled $2.1 million in
the year ended December 31, 2006 and $2.7 million in each of the years ended December 31, 2005 and 2004 and
included a payment of $125,000 in the year ended December 31, 2006 and $185,000 in each of the years ended
December 31, 2005 and 2004 for risk management services provided by J. Sniith Lanier & Co. The Company
provides retail services, including local and long distance telephone services and data and Internet services, to
J. Smith Lanier & Co. Revenues attributable to J. Smith Lanier & Co. for the Company’s provision of these
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services totaled approximately $628,000, $651.000 and $634,000 for the years ended December 31, 2006, 2005
and 2004, respectively.

Transactions With Affiliates of Campbell B. Lanier, 11T

Prior to January 1, 2007, the Company was the joint owner of an aircraft with KNOLOGY, an entity owned
by Campbell B. Lanier, 11, an entity affiliated with J. Smith Lanier, 11, and others, holding a 1% interest in the
aircraft, which the Company used for corporate purposes until February 3, 2005. The Company and the other
owners of the aircraft paid third parties for air travel services related to the operation, storage and mainténance of
the aircraft. The Company paid its proportionate share of the fees and expenses associated with these air travel
services based on its use of the aircraft. ITC Holding Company, LLC, which is a single-member limited liability
company managed and wholly owned by Mr. Lanier, provided the Company with the foregoing air travel
services in the year ended December 31, 2004 and for the portion of the year ended December 31, 2005 during
which the Company used the aircrafi. The Company paid 1TC Holding Company, LLC a total of approximately
$53,000 and $559,000 for these services for the years ended December 31, 2005 and 2004, respectively.

The Company paid a total of approximately $19,000, $17,000 and $38.000 for the years ended
December 31, 2006, 2005 and 2004, respectively, to [TC Holding Company, L_LC for the use of business
conference facilities. The Company recorded revenues of approximately $2,000, $52,000 and $38,000 for the
years ended December 31, 2006, 2005 and 2004, respectively, for telecommunications services that it furnished
to ITC Holding Company, LL.C.

For the years ended December 31, 2005 and 2004, the Company recorded revenues of $306,000 and
$298,000, respectively, for telecommunications services that it furnished to ITC Financial Services, LLC. The
Company furnished telecommunications services to PRE Solutions, Inc. and recorded revenues of $274,000 for
the five months ended May 2006 and $633,000 and $429,000 for the years ended December 31, 2005 and 2004,
respectively. Mr. Lanier was an officer and significant stockholder of each of these entities. Mr. Lanier disposed
of his interest in PRE Solutions, Inc. in Méy 2006. )

The Company sold its former headquarters building located in West Point, Georgia to [TC Holding
Company, LLC in May 2006 for a sales price of $1.5 million and recognized a net gain on sale of the assets of
$518,000, which is reflected as a component of “Other (expense) income” in the accompanying consolidated
statements of operations for the year ended December 31, 2006.

Transactions With SCANA Corporation and Affiliates

The Company entered into the transactions with SCANA Corporation and its subsidiaries described below.
William B. Timmerman, who was a director of the Company in 2003 and 2004 until his resignation on
October 25, 2004, served as Chairman, Chief Executive Officer and President of SCANA Corporation in 2004,
SCANA Corporation was a beneficial owner of more than 5% of the common stock and Series A preferred stock
from October 2002 until December 2004. -

The Company provides retail services, incliding local and long distance telephone services, data services
and Internet access, to SCANA Corporation and some of its subsidiaries. The Company billed those entities for
such services a total of approximately $944,000 for the year ended December 31, 2004,

The Company leased office space and space for telecommunications switching equipment at various
locations in Columbia, South Carolina from a subsidiary of SCANA Corporation. Under the lease agreements,
the Company paid approximately $273,000 for the year ended December 31, 2004,

Other Transactions

CT Communtications, Inc., which is the beneficial owner of more than 5% of the Series A preferred stock
from December 2004, purchases operator services from the Company. The Company billed CT Communications,
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REPORT OF ]NDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders of ITCADeltaCom, Inc.: '

The audits referred to in our report dated March 22, 2007 relating to th(} consolidated financial statements of
ITC*DeltaCom, Inc., which is contained in Item 8 of this Form 10-K, included the audit of the financial
statement schedule listed in the accompanying index. This financial statcment schedule is the responsibility of
the Company’s management. Our responsibility is to express an opinion on l.lus ﬁnancna] statement schedule
based upon our audits.

In our opinion such financial statement schedule presents fairly, in all 1?1mtcria] respects, the information set
forth therein. ! '

s/ BDO Seidman, LLP

Atlanta, Georgia

|
!
|
March 22, 2007 ;
1




ITCADELTACOM, INC. AND SUBSIDIARIES

SCHEDULE II—VALUATION AND QUALIFICATION ACCOUNTS
(In thousands)

Additiens

' Balance at . Balance
Beginning Charged to Charged to at End of
w ) of Period Income Other Accounts Deduction Period
Provision for uncollectible accounts
Year Ended December 31,2004 ... ......... 7,070 8,918 — 6,657(1) 9,331
Year Ended December 31,2005 ............ 9331 8,530 v — 8,624(1) 9,237
Year Ended December 31,2006 . ........... 9,237 3,819 — B,284(1) 4,772
Valuation allowance for deferred tax assets
Year Ended December 31,2004 .......... ... 167,198 96,721 — —_ 263,919
Year Ended December 31,2005 ............ 263919 24,090 — — 288,009
Year Ended December 31,2006 ............ 288,009 10,586 — — 298,595

(1) Represents the write-off of accounts considered to be uncollectible, less recovery of amounts previously
written off.
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SIGNATURES :

Pursuant to the requirements of Section 13 or 15(d) of the Securities Excha_inge Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized, as of the 29th
1

day of March, 2007. ' ]

ITC"DELTACON;I, INC.
By: /s/ RANDALL E. CURRAN
" Randall E. Curran
Chief Executive Officer
‘ {Duly Authorized Officer)

Pursuant to the requiraments of the Securities Exchange Act of 1934, this report has been signed below by

the following persons on behalf of the registrant and in the capacities indicated as of the 29th day of March,
2007. :
; !
Signature ; Title
/s/  RANDALL E. CURRAN Chief Executive Officer énd Director (Principal

Randall E. Curran Executive Officer) ,

1
Executive Vice President and Chief Financial Officer

/s/RICHARD E. FisH, Jr.
{Principal Financial Offi(::cr and Principal Accounting

Richard E. Fish, Jr.

Officer) '
) i
Is/. JOHN ALMEIDA JR. Director !
John Almeida Ir, |
|
t
fs!  JouN J. DELUCCA ‘ Director ]
John J. Delucea |
!
i ]
/s/ PHILIP M. TSENG Director '
Philip M. Tseng ' !
fs/  CLYDE A. HEINTZELMAN . Director !
Clyde A. Heintzelman !
|
/s/  MiCHAEL E. LEITNER ] Director ‘
Michael E. Leitner !
[l ]
/s!/ R. GERALD MCCARLEY Director j
R. Gerald McCarley ' .
[
/s/  SANJIAY SWANI ' Director |
Sanjay Swani ’

s/ THOMAS E. MCINERNEY Director

|
Thomas E. Mclnerney ' I
t
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